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FOREWORD 


Wh2n George Rae wrote his preface to The Country 
Banker he remarked that most people regarded principles 
of banking — mistakenly as he thought — as a subject 
devoid of human interest Had he lived until this day 
he would have been surpnsed at the great interest which 
the general public has developed in all matters relating 
to money and banking 

The various monetary expedients resorted to by 
Governments during the War and post-War periods, 
under the stress of abnormal conditions and requirements 
and under the cover of an almost universally suspended 
gold standard, amounted to a contradiction of the formerly 
accepted principles of sound bankiqg and finance and 
left the impression on the public mind that wonders could 
now be achieved with monetary management and credit 
control There appeared to be no longer any need for 
the State to be rigidly governed by the conditions which 
applied to the individual, such as thbse of living within 
one’s means and cuttmg one’s coat according to one’s 
cloth The State was regarded as having at its disposal 
instruments for arbitrarily increasing its means either 
through the printing-press or central bank credit or both, 
the use of which could be made to produce notable 
benefits for the community without serious disadvantages 
if monetary management were wisely applied 

The man in the street who formerly “regarded h ankin g 
devoid of interest” now demanded that more attention 
be paid by the State to the employment of those instru- 
ments of monetary policy to the immediate advantage of 
the community, and he wanted to know all about this 



Vlll 


Forewold 


subject So books appeared by the dozen to suit the 
occasion and the purpose 

There was a temporary lull in public intervention in 
monetary affairs, which was caused, firstly, by the shock 
of the severe depreciation in the currencies of several 
countries, necessitating drastic devaluation in some cases 
and virtual repudiation in others, and secondly, by the 
discipline inherent m the international gold standard as 
It came to be gradually restored during the years 1 925-8 , 
but when the process was resumed again after the onset 
of the great depression and the subsequent world-wide 
suspension of the gold standard, it was taken up with 
greater vigout and intensity than ever before The 
benefits of the freedom of movement and scope for 
manipulation permitted by managed money, as compared 
with the so-called tyranny and rigidity of the gold 
standard, were extolled, and in disregard of the tragic 
experiences of inflation and currency depreciation during 
the post-War years it was again believed with almost 
childlike faith that monetary management could cure the 
economic ills of the world which were wrongly attributed 
to the gold standard 

In recent years ‘again many books, pamphlets and 
articles have been written telling the public about the 
virtues of managed mqney and the immense powers of 
credit control possessed by central banks and available 
for good if they would only exerase these powers, old 
and well-tried principles have been declared out of date, 
new theories have been developed, autarchy and govern- 
ment by regulation have replaced free enterprise, boards 
of control are trying to direct the bewildered business 
man , and in the belief that central banks have it within 
their power to control credit as a means of controlling 
price levels and business cycles, many have demanded of 
them that they should assume the role of supreme con- 
trollers and employ their “omnipotent” instruments of 
credit control for the purpose of achieving and maintain- 
ing the desired levels of prices, wages, production, trade, 
employment, etc The question as to “who is going to 
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control the controller”, should the central banks actually 
have these magic powers, does not appear to have received 
the requisite attention 

It IS in circumstances like these that I consider a 
detailed outline by a practical central banker of all the 
important functions and powers of a central bank, with 
due emphasis not only on their benefits to the banking 
structure in particular and the economic structure gener- 
ally but also on their limitations and dangers, to be fully 
justified It may at least be expected to strengthen the 
hands of the group of economists who have been trying 
to point out the existence of insuperable difficulties in 
the way of complete control of credit by a central bank or 
any other authority Thousands now read books on 
matters relating to currency and credit, eager as they are 
to keep abreast of the times and to find the solution of 
their doubts, and if the average reader closes this book 
with a feeling that such subjects as “central banking” 
and “credit control” are highly complicated matters, 
which do not permit of mechanical formulae and which 
should be left to the discretion and judgment of experi- 
enced experts, he will have learned from it more than 
from so many others 

J PoSTMUS 

Pretoria, 

October^ 1938 




AUTHOR’S PREFACE 


It is only m recent years that central banking has been 
adopted as a subject for saentific analysis and for separate 
treatment as compared -with other types of banking 
Prior to the publication of Central Banks by Kisch and 
Elkin in the beginning of 1918 there was no book that 
had the words "central bank” or "central banking” in 
its title, although as early as 1917 Sprague had added a 
special chapter on "central banks” to Dunbar’s Theory 
and History of Banking, and references had, of course, 
been made to central banks and certain central banking 
problems and methods in general works and reports on 
money and banking Moreover, prior to 1928 various 
books had appeared dealing with £he history of banks 
of issue, such as those of Conant, Noel, Levy, Servais, 
and Dierschke and Muller, or with individual banks, 
such as those of Francis, Philippovich and Andreades on 
the Bank of England, Thery, CouBtois, Loubet, Hayem 
and Felsenhard on the Bank of France, Gerritsen on the 
Netherlands Bank, Van Elcwyck on the National Bank 
of Belgium, and Willis, Burgess, Goldenweiser, Kem- 
merer, Beckhart and Harding on the Federal Reserve 
System of the United States 
Since 1928 the following books containing the words 
"central bank” or "central banking” in their titles have 
been published 

Gold and Central Banks, by Mlynarski (1929), 
Functions and Operations of Central Banks {with special 
reference to the South African Reserve Bank), by the 
Author (1929), 
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Theory and Ptmcvples of Cential Banking (with special 
refei ence to the working of the Bank of England and the 
Federal Reserve System of the United States'), by Shaw 

(1930). 

Art of Central Banking, by Hawtrey (1932), 

Cential Banking in Canada, by Creighton (1933), 
Central Banking under the Federal Reserve System (with 
special constdet ation of the Federal Reserve Bank of 
New Tork), by Clark (1935), 

Rationale of Central Banking, by Vera Smith (1936), 
Theory and Practice of Central Banking (with special 
reference to Ameiican experience), by Wilhs (1936) 

During this period fiiither books were published 
regarding the history and operations of individual central 
banks, namely, those of Reed, Warburg, Spahr, Badin, 
Hardy, Laughlin and Hams on the Federal Reserve 
System, Sayers, Acres and Bowman on the Bank of 
England, Ramon on the Bank of France, Parchmann 
and Northrop on the Reichsbank, de Jong on the Nether- 
lands Bank, de Bree on the Java Bank, and Jauncey on 
the Commonwealth Bank of Australia 

While the above mentioned literature constitutes a 
valuable nucleus for the science of central banking, the 
bulk of this work is eitBer too purely descriptive of the 
history, statutes, or operations of central banks (in most 
cases only one central bank at a time) or too purely 
theoretical or controversial Moreover, the books which 
deal with the theory and principles of central banking 
are devoted almost exclusively to the situation as it exists 
in Great Britain and the United States, which have 
international money markets in London and New York, 
and practically ignore the position of the great majority 
of countries which do not have well-organised money 
markets if at all In addition, in discussing the aims 
and policies of central banks they do not suffiaently take 
into account the psychological and technical difficulties 
with which central banks are confronted in performing 
their functions and carrying out their policies 
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There is need, therefore, not only for a survey of the 
central banking situation in the world at large, but also 
for one which seeks to weave the evolution of the functions 
and principles of central banks along with the theoretical, 
psychological and practical aspects of central banking 
into one whole 

It has been my aim to assist in meeting this need by 
giving greater weight to central banking conditions and 
methods in all kinds of countries and to the disturbing 
and complicating factors of a psychological and technical 
nature With an abundance of advocates of monetary 
reform whose assumptions and proposals do not take 
due account of the limitations imposed by the operation 
of such factors, and with increasing public interest in 
these monetary reform schemes, it is important that more 
attention be given to the difficulties and limitations of 
central banking in the light of practical experience 

I wish to make it quite clear, however, that, m making 
the foregoing comments, it has not been my intention to 
belittle the work done by economic theorists in the field 
of central banking On the contrary, I would like to 
take advantage of this opportunity to acknowledge my 
gratitude and indebtedness to economists in various parts 
of the world for their valuable contributions to the 
theoretical analysis of matters ^:onnected with central 
banking principles and operations ^Economic theory in 
Itself cannot be expected to provide for all the possible 
disturbing forces, the effects and repercussions of which 
cannot be accurately determined beforehand, but it 
does seem appropriate that, when schemes for practical 
monetary reform are based on a given theory, due allow- 
ance should be made for the complications and deviations 
from the theory which have, under modern conditions, 
come to possess something of the normal 

In general, my aim has been mainly that of trying to 
adjust the emphasis on the various factors according to 
their value and importance as viewed from the practical 
side of central banking In this connection I wish to 
pay tribute to The Reserve Banks and the l/Loney Market^ 
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a book written by Dr. Burgess, a Vice-President of the 
Federal Reserve Bank of New York, from a similar point 
of view but only as applied to the Federal Reserve Banks 
of the United States. 

M. H. DE Kock. 

Pretoria, 

November^ 1938. 



CHAPTER I 

THE RISE OF CENTRAL BANKING 

Prior to the commencement of the twentieth century 
there had been no clearly defined concept of central 
banking A gradual evolution had been taking place 
in various countries over a long period of years, but the 
process had not always been a conscious one and a 
systematic and consistent technique had not yet been 
developed and formulated The temperament and dis- 
cretion of individual managements had played the princi- 
pal part in the decisions and operations of the bank which 
had, as it were, become the centre of the monetary and 
banking system m each of several countries 

In many of the older countries one bank had come to 
assume more and more the position of a central bank, 
owing to Its acquiring the sole or the principal right of 
note issue and conducting the banking operations of the 
State They were not ongmally called central banks, 
but were generally known as banks of issue or as national 
banks The regulation of the note issue, subject to 
safeguards imposed by the State and the maintenance of 
the gold or silver standard where such was in force, were 
the principal functions of such banks In due course, 
these banks of issue acquired other functions and powers 
until the term “central bank” came to be generally used 
and to have a more or less standardised meaning 

The oldest central banks were in some cases developed 
from existing commercial banks The first to assume 
the position of a central bank was the Bank of England, 
followed by the Riksbank of Sweden, and they were also 
the first joint-stock banks to be established m their 
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respective countries. The Bank of England is not only 
the oldest central bank,^ but it has also retained till this 
day its place as the premier central bank of the world, 
and the history of the Bank of England is universally 
accepted as illustrating the evolution of central banking 
principles and technique. 

The Bank of England acquired a special position in 
relation to the British Government from the outset of its 
career. It became the Government’s banker. In fact, 
it was brought into being by public subscription in 1694 
for the express purpose of advancing money to the 
Government, in return for certain rights and privileges 
conferred by legislation. These included the pri^dlege 
of note issue subject to certain limitations, followed three 
years later by what was generally interpreted to be a 
monopoly of joint-stock banking in England for the 
period of the Bank’s charter; and these privileges,® 
together with its function as banker to the Government, 
gave it great prestige in the eyes of the public as well as 
of the private bankers of England. 

Through the medium of the banking transactions of 
the Government the private banks were brought into 
close and continuous contact with the Bank of England, 
and it soon became clear to these banks that there was an 
advantage in keeping; an account with the Bank of 
England, particularly as it was at the same time the 
principal bank of issue, i.e. the bank whose notes com- 
manded the greatest confidence and the widest circula- 
tion. The tendency to keep larger and larger balances 
with the Bank grew as time went on, until by the end of 
the eighteenth century the stage was reached when the 
other banks did not keep in their own tills much more 
currency than was required for their day-to-day needs. 
In this way the Bank of England came to be regarded 
as the custodian of the cash reserves of the banks. 

1 In the sense that it was the first to operate as a central bank, while the 
Riksbank of Sweden was the first to be established. 

* These privileges were renewed and extended from time to time, in return 
for further loans to the State or for other considerations. 
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In 1826 the establishment of other joint-stock banks 
was authorised by law, and during the next ten years 
more than a hundred joint-stock banks were opened all 
over England. Those that were established outside a 
65-inile radius from London obtained the right to issue 
their own notes, but the Bank of England retained its 
privileged position in that legislation passed in 1833 
declared only its notes as legal tender. Moreover, under 
the Bank Act of 1844 the note issues of the other banks 
were limited to fixed amounts and provision was made 
for their lapsing under certain circumstances, as a result 
of which the partial monopoly of note issue was virtually 
restored to the Bank. During this period, also, the 
Bank, having been authorised to do so in 1826, opened 
branches in various parts of England. 

The tradition of maintaining balances with the Bank, 
which was already firmly entrenched prior to the intro- 
duction of joint-stock banking, was continued by the new 
banks, and its position as the centre of the English bank- 
ing structure was further strengthened in 1854, when the 
plan was adopted of settling the differences between the 
various banks at the end of each clearing by transfers 
between their respective accounts at the Bank. 

In the meantime the Bank had gradually come to 
accept the position of being the ‘lender of last resort”, 
as Bagehot called it, and to assume, responsibility for 
endeavouring to maintain not only the currency but also 
the credit system of the country on a sound basis. The 
crisis of 1847, 'V'^hich was caused by excessive speculation 
in railway stocks, inflation of credit, and bad harvests 
followed by a considerable importation of wheat, brought 
about such a heavy drain on the reserves of the Bank 
that the Government intervened and authorised the Bank 
to break that part of the Bank Act of 1 844 which required 
all notes issued by the Bank above the so-called fiduciary 
limit to be covered by gold. The Bank was empowered 
to exceed that limit in order to meet the requirements of 
the public. 

The close relation between currency and credit was 



4 The Rise of Central Banking 

again demonstrated by the crisis of 1857, which was 
brought about by overtrading and overexpansion of credit, 
and this again rendered necessary the suspension of the 
Bank Act. A third occasion for the suspension of the 
Bank Act arose in 1 866, when another crisis was caused by 
overspeculation in the stocks and shares of the many new 
companies which were formed at that time and the failure 
of a large financial house. Overend, Gurney & Company. 

In only one of these three instances, namely, in 1857, 
did the Bank actually find it necessary to avail itself of 
the authority to increase its fiduciary issue beyond the 
limit imposed by the Bank Act. In the other instances 
the mere fact that money would be available if required 
appeared to be sufiicient to relieve the tension. More- 
over, in all three instances the Bank raised its discount 
rate ^ (known as Bank rate) in order to reduce the demand 
for banking accommodation, contract credit generally, 
and protect its gold reserve, but its action did not prove 
to be immediately effective as it was not taken until after 
the panic had started, and that was too late. 

These crises demonstrated clearly the extent to which 
the position of the Bank could be affected by speculation 
and undue expansion of credit, and, accordingly, the need 
for taking steps in good time to protect its reserve. The 
use of the Bank rate aS an important instrument of credit 
policy was now ^firmly established. Henceforth the 
Bank’s regulatory function received greater prominence 
and the leadership of the Bank as the central institution 
of the British financial structure was more generally 
accepted. 

The following occasion on which the Bank had to face 
a difficult position was in 1873, when it was promptly 
and successfully handled, and again in 1890 when, as 
the result of widespread and excessive speculation in 
foreign securities which led to the failure of Baring 
Brothers, an issue house with extensive ramifications, 
a serious emergency was created. The Bank, realising 
the potential repercussions of such a failure in the light of 

^ It ir»& raised as high as lo per cent, in 1857 and 1866. 
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its previous experiences with failures and panics, took 
charge of the situation and undertook, in co-operation 
with other English banks and financial houses,^ to 
guarantee the payment at maturity of all obligations 
of the failing house. The Bank succeeded in allaying 
public alarm and averting a general panic, and there was , 
no necessity to suspend the Bank Act. 

The successful exercise of its paternal influence in these 
emergency situations not only gave the Bank great 
prestige and established it finally as the central bank of 
Great Britain but also stimulated the development of 
central banking in other parts of the world. 

In various countries, during the course of the nine-, 
teenth century, the State had either endowed an existing 
bank with the sole or principal right of note issue, or 
caused a new bank of issue to be established with special 
powers and privileges, accompanied by varying degrees 
of State control and supervision. 

The Riksbank of Sweden, which had sprung from a 
privately-owned bank founded in 1 656 and reorganised as 
a State bank in 1668, followed in the footsteps of the 
Bank of England and gradually developed into a central 
bank. During a large part of its earlier career it enjoyed 
a monopoly of note issue which was re-affirmed by 
legislation in 1809, but the “enskllda” banks which were 
established from 1830 onwards took the liberty of issuing 
their own notes and later obtained legal authority for 
their issues. It was not until 1897 that the sole right 
of issue was finally restored to the Riksbank. Although a 
State-owned bank, whose President was appointed by the 
Government and whose six other directors were elected 
by the Riksdag (Parliament), it succeeded in acquiring 
a large measure of independence in matters of banking 
policy and administration and in attaining a position of 
unquestioned leadership in the Swedish financial system. 

The Bank of France, which was founded in 1800 partly 
with the aid of State fundSj but mainly with private 
capital, was closely connected with the State from the 
beginning. It became the Government’s banker and 
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received the exclusive right of note issue in Paris, but the 
Government claimed a participation in the control of the 
Bank through the appointment of the Governor and two 
Sub-Governors, while the shareholders were represented 
by a Board of 15 Regents elected by the 200 largest 
shareholders. In 1848 its scope and capital were 
enlarged as a result of the transformation of nine pro- 
vincial banks with note-issuing powers into branches of 
the Bank of France. In due course more branches were 
established and the Bank obtained a monopoly of note 
issue in the whole of France. In accordance with the 
intention of its founder, Napoleon Bonaparte, the Bank 
became “national in its operations as well as in name”, 
and like the Bank of England it became not only the 
banker of the State and the bank of issue, but also the 
custodian of bank reserves and the ultimate source of 
credit in an emergency. Unlike the Bank of England, 
however, the Bank of France did not give up the bulk 
of its commercial banking business when it had established 
itself as the central bank of France, but continued to serve 
a large number of regular customers with discounts and 
collateral loans. 

The Bank of the Netherlands was established in 1814 
after the old Bank of Amsterdam had for various reasons 
become discredited. The need was felt for a bank of the 
new type which was developing in England, Sweden and 
France, as referred to above. It became the sole bank 
of issue and banker to the State and developed into a 
bankers’ bank and a bank of reserve with the responsi- 
bilities which such functions entail. It was founded with 
private capital, but the President and Secretary of the 
Managing Board were to be appointed by the Govern- 
ment, while the other members of the Managing Board 
and the Board of Directors were to be elected by the 
shareholders. Moreover, the Government was to receive 
a share in the profits of the Bank when the net annual 
profits exceeded 3^ per cent, of its capital. 

The National Bank of Austria was instituted in 1 8 1 7 as 
a joint-stock company in order to restore order in the 
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monetary position of Austria, which had seriously 
deteriorated as a result of the excessive issue and deprecia- 
tion of Government paper money. The Bank was 
accorded the exclusive privilege of note issue and pro- 
ceeded to convert the Government money into its own 
bank-notes as far as circumstances would permit. This 
process was almost completed by the end of 1847, but 
owing to the wars and uprisings in which Austria was 
involved between 1847 and 1866 the Government again 
resorted to the issue of paper currency, and several loans 
had also to be made to Ae Government by the Bank. 
The Bank was reorganised as the Bank of Austria- 
Hungary in 1878, and subsequently steps were taken to 
retire the Government paper money and to place the 
monetary system on a sound basis. 

The Bank of Norway, which was opened in 1817, was 
brought into being by private capital, but like the 
Riksbank of Sweden its President was appointed by the 
Government and its other directors were elected by the 
Storting (Parliament). It was granted the sole right of 
issue and made the Government’s banker, and its further 
development followed on much the same lines as the 
Riksbank of Sweden. 

The National Bank in Copenhagen was founded with 
private capital in 1818 to t^e dver the business of the 
Rigsbank, a State bank which had bpen created in 1813 
to withdraw the depreciated Government paper money 
from circulation and to issue bank-notes in their place. 
The National Bank became the sole bank of issue and 
was called upon to reorganise the monetary system and 
generally redeem the notes of the old Rigsbank. Apart 
from the issue of notes, it functioned from the begin- 
ning as the depository of Government funds, and later de- 
veloped into a bank of reserve and rediscount. The only 
State control was in the form of the appointment by the 
Government of two out of the four or five managers, while 
thd Board of Directors was elected by the shareholders. 

The National Bank of Belgium was created in 1850 as 
the sole bank of issue and the financial agent of the 
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Government. Prior to that date there were four banks 
of issue, and the notes of none of these banks had a 
national circulation, nor did they operate successfully as 
agents of the Treasuxy. The National Bank was a 
privately-owned institution, but the Governor of the 
Bank was to be appointed by the Government. As in 
the case of the Bank of France the National Bank of 
Belgium, besides being the bankers’ bank, also conducted 
a large discount business with other clients and even 
operated extensively in foreign exchange. 

The Bank of Spain, which had sprung from a State 
bank founded in 1829, was established under that name 
in 1856. At first it had to share the right of issue with 
the provincial banks, and it was not granted a monopoly 
of note issue till 1873. Although the capital was raised 
by private subscription, the appointment of the Governor 
of Ae Bank rested with the Government. 

The Bank of Russia was founded in i860 as a State 
bank with the declared object of consolidating the 
monetary circulation and the floating debt of the Russian 
Empire. The country had suffered greatly from the 
evils of depreciated Government paper money and from 
the lack of proper banking facilities. The Bank was 
granted the sole right to issue bank-notes and was called 
upon to stabilise the currency and promote the develop- 
ment of commerce, industry and agriculture by means of 
short-term credits. The Governor and Deputy-Governor 
were appointed by the Government, while a Council 
consisting of Treasury ofiicials was instituted to supervise 
the operations of the Bank. 

The Reichsbank of Germany was founded in 1875 on 
the Bank of Prussia, whose ownership rested partly with 
the State but mainly with private shareholders. At the 
time of the formation of the German Empire there were 
in the several German States 33 banks of issue, of which 
the Bank of Prussia was the most important. It was 
agreed that these banks should retain their right of issue 
subject to certmn limitations and to a uniform set of 
regulations, but that there should be a central bank of 
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issue which was also to act as banker to the Impenal 
Government and to pursue, like the Bank of England, a 
bank rate policy for the protection of the gold reserve 
and the credit structure of Germany The Bank of 
Prussia was taken as the nucleus of such a bank, which 
was called the Reichsbank The Prussian Government 
was paid out its share of the capital and surplus, and the 
whole of the capital of the Reichsbank was obtained by 
pnvate subscription The Imperial Government, how- 
ever, reserved to itself the power of appointing the 
Management Board, while the shareholders were to be 
represented by a committee elected by themselves The 
Government also claimed a share m the profits of the 
Bank 

As a result of the limitations imposed on the issue of 
notes most of the old banks surrendered their right of 
issue to the Reichsbank, so that by 1893 there were only 
seven banks of issue apart from the Reichsbank Their 
aggregate issues, however, were small compared with the 
issue of the Reichsbank Moreover, the Reichsbank’s 
notes were the only notes that really enjoyed a national 
circulation, and its position, not only as the central bank 
of issue but also as the bank of reserve, rediscount and 
central clearing, was never in doubt 

The Bank of Japan was set up m 1 882 to restore order 
out of the chaos caused by the excegsive issues of notes 
by the several national banks These banks were 
ordered to withdraw their notes within a certain period, 
and the Bank of Japan obtained the sole right to issue 
notes It was a joint-stock company, but the whole 
directorate of the Bank consisting of the Governor, 
Deputy-Governor and four directors were to be appointed 
by the Government The Bank developed very much 
on the lines of the Reichsbank of Germany and the 
National Bank of Belgium 

In such countries as Portugal, Roumania, Bulgaria, 
Servia, Turkey, Java, Egypt and Algeria, banks with a 
monopoly of note issue were also brought into being 
during the nineteenth century. 
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Thus, by the end of the nineteenth century almost 
every country in Europe, along with Japan and Java in 
the East, and Egypt and Algeria in Africa, had established 
a bank of issue with special privileges and powers. All 
these banks became the financial agents of the Govern- 
ments of their respective countries and were called upon 
to render all kinds of financial services to the State, 
including that of financing the Treasuries in times of 
war and economic depression. Moreover, starting with 
the Bank of England, these banks, one after the other 
and in varying degrees, had come to assume various other 
functions, such as holding a large part of the cash 
reserves of the commercial banks, rediscounting for the 
commercial banks and other financial institutions or 
making collateral advances to them, operating as a 
clearing-house for the commerdal banks, maintaining the 
monetary standard adopted by the State, and under- 
taking the responsibility and leadership in matters relating 
to the financial and credit structure pjenerally. 

As regards their business relations with customers 
other than Governments and banks, the range varied 
from the Bank of England, which by the end of the 
nineteenth century had already come to give up most of 
its commercial banking business and to deal mainly with 
operators in the money market, to the Bank of France, 
which had a large number of branches and conducted a 
large business with’regular clients, including many small 
tradesmen all over the country. 

With regard to their constitutional relationship with 
the State, the Bank of England stood at the one end, a 
privately-owned institution -mthout any participation by 
the Government in its management and supervision, and 
at the other end was the Bank of Russia, a State-owned 
institution managed by Government nominees and 
supervised by Government ofiicials. 

Whatever the constitution and range of business, how- 
ever, a series of traditions and practices were gradually 
being built up by experience and by a process of trial 
and error, and these formed the nucleus of the technique 
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of central banking, which was to witness great develop- 
' ments during the first three decades of the twentieth 
century. 

At the beginning of the twentieth century the countries 
of the New World ^ were still without central banks, and, 
in most cases, even without partial centralisation of the 
note issue. In the most important country, the United 
States of America,® every laank established under the 
National Banking Act had the right to issue bank-notes 

ambunt of certain Government Securities, and none of 
these banks acted exclusively as the banker or fiscal agent 
of the United States Government or as a lender of last 
resort. A more or less similar state of affairs prevailed in 
most of the Republics of South and Central America 
and in Canada, Australia, South Africa, New Zealand, 
etc. 

The financial panic of 1907 drew so much attention to 
the glaring weaknesses of the decentralised banking sys- 
tem of the United States that a special commission was 
appointed and an exhaustive enquiry ordered into the 
monetary and banking systems of the older countries. 
The outcome of this was the establishment, in 1914, of a 
central banking system for the United States in the form 
of twelve Federal Reserve Banks,’ each having authority 
over a defined area, with a co-ordinatipg Federal Reserve 
Board at Washington. These banks were granted a 
partial monopoly of the note issue and became the fiscal 
agents of the Government, the banks of rediscount and 
reserve, and the lenders of last resort in their respective' 
territories. While the constitution of these banks was 
different in several respects from that of the central banks 
of Europe and their powers more closely circumscribed 

Of the Old World such countries as China and India were also still without 
the vestige of a central bank. 

’ It deserves to be mentioned that the First Bank of the United States 
(1792-1812) and the Second Bank of the United States (1816-30)’ had been 
insututions resembling the central banking type in some ways, and that the 
failure to secure a renewal of the charter of the Second Bank had deferred 
central banking development in the United States for nearly 8o years. 
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by legislation, they performed practically the same 
functions and adopted the same practices. 

Provision was made for State participation in the 
administration of the Federal Reserve System through 
the appointment by the President of the members of the 
Federal Reserve Board, and then through the appoint- 
ment by the Federal Resen^e Board of three out of the 
nine directors of each Federal Reserve Bank, including 
the chairman. The other six directors were to be elected 
by those commercial banks which became members of 
the system in their respective districts, and while three of 
these could be bankers, the other three were to be repre- 
sentative of the commercial, industrial and agricultural 
interests of the community. Moreover, the member 
banks subscribed the whole capital of the Federal Reserve 
Banks and had to keep with the latter the minimum 
reserves against their deposit liabilities as laid down by 
law. Thus, the Federal Reserve Banks were more of the 
nature of a bankers’ bank than any other central bank. 
The Government was also to participate in the profits of 
the Reserve Banks after payment of a cumulative annual 
dividend of 6 per cent, to stockholders. 

Although the Federal Reserve Banks of the United 
States were virtually superimposed upon an extensively 
developed banking structure, in contrast to the gradual 
development of central banks alongside commercial banks 
in the older countries, and were for that reason opposed 
and obstructed by certain sections of the community, they 
soon succeeded in working their way into the financial 
system of the United States and proved to be of great 
benefit and assistance to the Government and the banks 
during the War and post-War period. The comparative 
success of the Federal Reserve System, under the un- 
favourable conditions emanating from unit banking as 
opposed to branch banking and from the existence of 
banking laws in each of the 48 States in addition to the 
Federal banking laws, played an important part in focus- 
ing attention on the desirability of having a central bank- 
ing system in any country. 
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Moreover, the International Financial Conference, 
which was held at Brussels m 1920, passed a resolution 
to the effect that all countries which had not yet established 
a Central Bank should proceed to do so as soon as possible, 
not only with a view to facilitating the restoration and 
maintenance of stability in their monetary and banking 
systems but also in the interest of world co operation 

During the next 15 years, commencing with the 
establishment of the South African Reserve Bank in the 
beginning of 1921, there was great activity in the forma- 
tion of central banks in the newly created states of Europe 
and m the countries of the New World, as illustrated in 
the following table 

1921 South African Reserve Bank 

192a Reserve Bank of Peru 
Bank of Latvia 
Bank of Lithuania 

1923 Bank of the Republic of Colombia 

1924 National Bank of Hungary 
Bank of Poland 

Bank of Danzig 

Commonwealth Bank of Australia and Bank of the Republic 
of Uruguay converted into central banks 

1925 National Bank of Czechoslovakia 
Central Bank of Chile 

Central Bank of Guatemala , 

1927 Central Bank of Ecuador 

Bank of Estonia converted into a ceny-al bank 

1928 Central Bank of China 

1929 Central Bank of Bolivia 

1931 Central Bank of Turkish Republic 

1932 Bank of Mexico converted into a central bank 

1934 Reserve Bank of New Zealand 
Central Bank of Salvador 

1935 Bank of Canada 
Reserve Bank of India 

Central Bank of the Argentme Republic 

1936 Bank of the Republic of Paraguay converted mto a central bank 

At present, therefore, with the exception of Brazil,! 
Venezuela and Eire, there is no country of economic im- 

! The Bank of Brazil in addition to its commercial banking business does 
perform some central banking functions such as holdmg deposits of the other 
banks and rediscounting for them and actmg as the Government s banker and 



14 The Rise of Central Banking 

portance in the Old or the New World which has not set 
up a central bank of its own. Moreover, Brazil and 
Venezuela have the establishment of a central bank under 
consideration, ‘and in both countries a bill providing for 
a central bank has been drawn up and submitted to the 
Legislature, while in Eire a Commission on Banking, 
Currency and Credit recommended in 1938 that the 
existing Currency Commission be converted into a central 
bank. This state of affairs may be attributed to the 
growing realisation that under modern conditions of 
banking and commerce it is a great advantage to any 
country, irrespective of the stage of economic develop- 
ment, to have centralised cash reserves and the control of 
currency and credit vested in one bank which has the 
support of the State and is subject to some form of State 
supervision and participation, whether directly or in- 
directly. Another factor is the realisation that a central 
bank offers the best means of communication and co- 
operation between the banking system of one country 
and that of another^ 

While their constitution and range of statutory powers 
differ to no small extent, all the so-called central banks 
show a tendency in practice to conform to, or work up 
to, an almost uniform pattern in respect of their functions 
and methods. The methods vary in degree, depending 
upon whether th? central bank operates in a country 
which has a highly-developed money market that serves 
as a world market, as in London and New York, or a 
subsidiary money market^ as in Paris, Berlin, Amsterdam, 
Stockholm, Zurich and Brussels, or no organised money 
market at all, as in Canada, Australia, South Africa, 
New Zealand, Argentina, Chile, Colombia, Mexico, etc.; 
but underneath these variations there lies a large measure 
of uniformity in practice, and central bankers are to be 
found all over the world with more or less the same out- 

agent, but it does not have the power of note issue, vrhich is vested in the 
Treasury, and it cannot be looked upon as the “lender of last resort” with 
the special responsibility towards the entire credit structure which this func- 
tion implies. In geneial, its commerdal banking functions and duties pre- 
dominate to such an extent that it cannot be classified as a central bank. 
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look on monetary and banking matters and the same 
regard for certain traditional conventions 

Central banking Has become an entirely separate 
branch of banking, as compared with commercial bank 
mg investment banking, industrial banbng, and agri 
cultural banking It has developed its own code of rules 
and practices, and the existence of a science of central 
banking has been acknowledged by many A clearly 
defined concept has been evolved, a central bank being 
generally recognised as a bank which performs, as best it 
can in the national economic interest, the following 
functions 

(i) the issue of paper currency in accordance with the 
requirements of business and the general public, 
for which purpose it is granted either the sole right 
of note issue or at least a partial monopoly thereof 

(а) the performance of general banking and agency 
services for the State, 

(3) the custody of the cash reserves of the commercial 
banks 

(4) the custody of the nation s metallic reserves , 

(5) the rediscount of bills of exchange, Treasury bills 
and other suitable paper offered by the commercial 
banks, bill brokers and dealers, and similar finan 
cial institutions, 

(б) the acceptance of the responsibility of the lender 
of last resort, 

(7) the settlement of clearance balances between the 
banks and 

(8) the control of credit in accordance with the needs 
of business and with a view to the maintenance of 
the monetary standard adopted by the State 

A further requisite of a real central bank is that it must 
not to any great extent perform ordinary commercial 
banking transactions, such as accepting deposits from 
each and every one and accommodating a large number 
of regular commercial customers with discounts or 
advances Thus, references are sometimes made in books 
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and reports to the fact that such central banks as the 
Bank of France, the Bank of Japan, the Bank of Finland, 
the Commomvealth Bank of Australia, the Bank of Java* 
and the National Bank of Egypt are not true central 
banks, since they perform certain functions which are 
“more germane to a commercial bank”. It is required 
that commercial banking operations shall be conducted 
only to the extent that it is considered absolutely necessary 
for the sake of the public welfare. If a central bank 
has a large commercial banking business, its functions 
as the controller of credit and as the custodian of the cash 
reserves of the other banks might come into direct con- 
flict with its own operations as a commercial bank. In 
recent years, moreover, it has come to be recognised over 
a wide range of countries that the success of a central bank 
depends largely upon the whole-hearted support and co- 
operation of the commercial banks, and that such co-oper- 
ation can be effectively obtained only if the central bank 
refrains from competing directly with the commercial 
banks in their ordinary banking business, except when 
compelled to do so in Ae national economic interest. 

While the older central banks perform the functions 
enumerated above mostly as the result of tradition, the 
newer central banks have had some of those functions 
imposed on them by* special statute. Preambles out- 
lining general policy have even become fashionable. For 
example, in the preamble to the Bank of Canada Act, 
the Bank of Canada is directed “to regulate credit and 
currency, to control and protect the external value of the 
national monetary unit and to mitigate by its influence 
fluctuations in the general level of production, trade, 
prices and employment so far as may be possible within 
the scope of monetary action”; and the preamble to the 
Reserve Bank of India Act refers to the. Reserve Bank of 
India as being constituted “to regulate the issue of bank- 
notes and the keeping of reserves with a view to securing 
monetary stability in British India, and generally to 
operate the currency and credit system of the country to 
its advantage”. 
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Moreover the statutes of many of the newer central 
banks circumscribe their powers and functions to such 
an extent that those statutes amount almost to a definition 
of what a central bank should or should not do The 
noticeable trend in central banking legislation towards a 
more or less standard type after allowing for the political 
constitution and the stage of economic development of 
different countries affords a practical illustration of the 
existence of a clearly defined concept of central banking 

The question as to which function more particularly 
characterises a bank as a central bank has exercised the 
mmds of several economists For example Hawtrey ^ 
regards its function as the lender of last resort as the 
essential characteristic of a central bank and points out 
that while the right of note issue gives a bank a great 
advantage in facing the responsibilities of the lender of 
last resort it can nevertheless perform that function with 
out the right of issue Vera Smith ® on the other hand 
says that the primary definition of central banking is a 
banking system m which a single bank has either a 
complete or a residuary monopoly in the note issue , 
and that it was out of monopolies in the note issue that 
were derived the secondary functions and characteristics 
of our modern central bants whereas Shaw ® holds that, 
in order to have an automatic se‘f regulating currency 
the State should issue notes and use the central bank only 
for the distribution of the notes if at all Shaw also 
thinks that the one true but at the same time all 
sufficing function of a central bank is control of credit 

Kisch and Elkin * consider that the essential function 
of a central bank is the maintenance of the stability of the 
monetary standard which involves the control of the 
monetary circulation while Jauncey ® says that clearing 
is the mam operation of central banking In the 
Statutes of the Bank for International Settlements on the 


^ Art of Central Sank wj" p 3 
Ra onale of Cen al Bank ng p 148 
’ Theory a d Pnn pie of Central Bank ng pp 

* Central Bank (Four h Ed on) p 74 

* Au tral a s Gememment Bank p 166 
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other hand, a central bank is defined as “the bank in any 
country to which has been entrusted the duty of regulating 
the volume of currency and credit in that country”. 

Moreover, the fact that several central banks have been 
named reserve banks, namely, the Federal Reserve Banks 
of the United States, the South African Reserve Bank, 
the Central Reserve Bank of Peru, the Reserve Bank of 
New Zealand, and the Reserve Bank of India, appears to 
show that in the opinion of some authorities the custody 
of bank reserves is the characteristic function of a central 
bank. 

In practice, however, it is difficult to single out any 
function as the characteristic one or name all the functions 
in the order of their importance, since they are interrelated 
and complementary. For example, a specific loan opera- 
tion of a central bank (i.e. in its capacity as a bank of 
rediscount) might have been caused by a commercial 
bank requiring more note currency (involving the central 
bank as the bank of issue) or foreign exchange or gold 
(involving the central bank as the custodian of the nation’s 
reserves) or having to replenish its cash reserves and 
clearing balances (invohdng the central bank as the 
custodian of the cash reserves of the commercial banks 
and the bank of central clearance) which it could not 
obtain from any other 'source owing to general monetary 
stringency (involving the central bank as lender of last 
resort) and before effecting the rediscount the central 
bank might have raised its discount rate or imposed 
certain conditions in its capacity as the controller of credit. 

A true central bank should always be ready to perform 
any of the functions enumerated above if the conditions 
and circumstances in its area of operation render it 
necessary or desirable for it to do so. The guiding 
’ principle for a central bank, whatever function or group 
of functions it performs at any particular moment, is that 
it should act only in the public interest and for the welfare 
of the country as a whole, and without regard to profit as 
a primary consideration. i 
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THE CENTRAL BANK AS BANK OF ISSUE 

Ef'OLVTiON of Issue Function of Central Banks. The 
function of note issue was almost evei^Tvhere one of the 
first functions to be entrusted to central banks, and it has 
always been one of their principal functions. In fact, 
until the beginning of the twentieth centurj' they were 
generally known as banks of issue. 

The issue of notes, as of other currency, was always 
claimed to be a prerogative of the State, but whereas in 
the case of metallic currency the State retained its pre- 
rogative, it decided, with few exceptions, to hand the issue 
of notes over to banks when these, like note currency 
itself, were brought into being as a result of the need for 
means of facilitating the exchange of goods. Banks were 
given the right to issue notes, or, where banks had al- 
ready put into circula,tion notes of their own in one form 
or another, they were legally authorised to continue 
issuing notes, subject to certain safeguards imposed by 
law. In some countries the function of note issue was 
entrusted to banks owing to the heavy depreciation of 
notes issued by the State and the loss of public confidence 
therein, while in others it was done in return for loans to 
the State or because the issue of notes was considered more 
appropriate in the hands of banks than those of the State. 

In due course, as more banks came to be established in 
each country and note currency came into greater use 
with the rapid expansion of trade, the need for uniformity 
in the note issue and for better -supervision of the note 
currency, as well as the desire to secure for the State a 
share of the profits of the note issue, caused almost every 
country to grant one bank either a complete monopoly 
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of the note issue or a residuary monopoly, as Vera Smith ^ 
calls It This stage was reached, for example, in Holland 
in 1814, England in 1844, France in 1848, Germany 
in 1875, Sweden in 1897, Umted States in 1914, Union 
of South Africa in 1921, Colombia in 1923, Australia in 
1924, Chile m 1925, Italy in 1926, New Zealand in 
1 9 34, and Canada in 1 93 5 In some cases, as in England 
and Sweden, the bank which was ultimately granted the 
monopoly of the note issue was also the first joint-stock 
bank to be established in those countries, but in many 
countries it was given to a new bank which was created 
under a special law or charter for the purpose, tnter aha, 
of securing uniformity in the note issue In all cases, 
however, the bank which was entrusted with the sole or 
residuary monopoly of note issue in its country is to-day 
the recognised central bank of that country, and this 
monopoly privilege was one of the primary factors con- 
tnbuting towards the development of those banks into 
central banks with duties or responsibilities of a semi- 
public character 

In the case of most of the central banks which to day 
enjoy a complete monopoly of the note issue the other 
banks were required by law to redeem their notes as they 
were paid in or to withdraw their jiotes from circulation 
within a stated period, as in Sweden, Switzerland, Union 
of South Africa, Colombia, Chile and* New Zealand, or 
the central bank was required to take over the issues 
of the other banks subject to certain conditions and pro- 
visions for their redemption, as in France, Spam, Japan 
and Italy In England the other banks were allowed 
under the Act of 1844 to retain their note issues, but they 
were limited to the individual amounts outstanding at that 
time and provision was made for their lapsing under 
certain circumstances, the final extinction taking place in 
1920, and in Germany, where 33 note-issuing banks were 

* Rattonale of Centred Bemhng p 148 A residuary monopoly denotes a 
case -where there are a number of note issuers, but ail of these except one are 
\TOrlang under narrow limitations, and this one authority is responsible for 
tne bulV. of the circulation 
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in existence on the establishment of the Reichsbank in 
1875’, but four had, owmg to the restrictions imposed 
on their issues, surrendered their right of issue to the 
Reichsbank long before 1935, when the privilege of 
the remaining four was withdrawn 

There are, at present, only a few central banks which 
do not yet enjoy a complete monopoly of the note issue 
Those of the United States and Canada have, at least, a 
residuary monopoly In the United States the issues of 
the national banks, which were limited to the outstanding 
amoimts of the special Government bonds carrying the 
privilege of cover for such notes, lapsed in 1935-6 as 
a result of the redemption of those bonds There are, 
however, still Government notes in circulation, namely, 
the old “Greenbacks” of the Civil War and the silver 
certificates, secured dollar for dollar by silver coin in the 
Federal Treasury These Government issues are limited, 
the Federal Reserve note representing three-quarters of 
the note currency in circvilation, and for practical pur- 
poses the Federal Reserve System may be said to have a 
monopoly of the note issue This is also the case with 
the Bank of Canada, since it was provided that the note 
issues of the chartered banks existing in 1935 were to be 
gradually reduced to, 25 per cent of their unimpaired 
paid-up capital 

The Central Bank of China, on the other hand, although 
the Minister of Finance announced towards the end of 
1935 that It was to be reorganised as the Central Reserve 
Bank of China and to enjoy the sole right of note issue 
after a period of two years, still finds three other State- 
owned banks ^ having the right to issue notes A 
Currency Reserve Board, with the Governor of the Cen- 
tral Bank of China as ex-officto chairman and with branches 
in various commercial centres, was established by the 
Chinese National Government under the Currency 

^ The Bank of China the Bank of Commnnications and the Farmers Bank 
of China, whose note issues together amounted to 1,233 000,000 Chinese dollars 
at the end of May, 1938, as compared with 473,000,000 for the Central Bank 
of China 
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Decree of November, 1935, “for the purpose of central- 
ising the issue and consolidating the credit of legal tender 
notes”, and it was “to have custody of the reserves against 
legal tender notes and to control the issue and retirement 
of such notes”. 

Importance of Monopoly Privilege. While in theory, 
according to the analysis of Hawtrey, the function of 
note issue may not be essential to the satisfactory per- 
formance of other central banking functions, in practice, 
as has already been shown, it has come to be regarded as 
such an important constituent of the central banking 
structure that nearly every central bank in the world has 
been given either the sole or the principal right to issue 
notes in its particular territory. 

The importance of the note monopoly is derived, not 
only from the uniformity that it achieves in respect of the 
note currency, which is the predominant form of hand- 
to-hand currency to-day, but also from the fact that, 
where a monopoly of the note issue is vested in the central 
bank, the notes of such an institution have, as compared 
with a situation in which vanous banks enjoy the right 
of issue, a special sort of prestige which is of very great 
value in emergencies ^ Experience has proved that it 
renders possible the supply of a large demand for domes- 
tic purposes without mvolvmg the central bank m any 
appreciable danger of loss of gold through the presen- 
tation of the notes for redemption. 

Moreover, it has come to be more generally reahsed 
that the monopoly of note issue in itself gives the central 
bank some measure of control over undue credit ex- 
pansion on the part of the commercial banks,® as under 
ordinary circumstances the expansion of credit obviously 
entails a demand for more currency, and as there are 
definite limits to the economic or legal use of coins by 
the commercial banks in the place of notes. The central 

^ Dunbar s Theory and History of Banhng (Thud £ditioii}i pp 79-80 
® Except, of course, when they have very large credit balances with the 
ceuttal bank as a result of an inflow of capital or a large volume of exports 
or high prices for export commodities or for other reasons 
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bank’s sole right of note issue may be the means of 
causing the commercial banks to borrow from it at such 
times with a view to getting the additional supply of 
notes required for the purposes of the rapidly-expanding 
volume of trade and credit, since they could not issue 
notes themselves. The fact that the central bank could 
adopt the expedient of refusing to rediscount for them or 
of charging them penalty discount rates, if they were 
found to pursue manifestly imsound credit policies, must 
be regarded as one of the influences working in the 
direction of inducing the commercial banks to be cautious 
and to follow the lead of the central bank in discount 
and interest rates, at least in times of intense business 
activity if not at other times. 

It may be said by some that the commercial banks 
could attempt to meet such a need for increased currency 
by promoting the use of cheques or the velocity of circu- 
lation as far as possible and encouraging the maintenance 
of larger current account balances through paying 
interest thereon, so as to discourage people from holaing 
or carrying notes. These alternatives, however, offer only 
a very limited scope and in any case take some time to 
achieve even meagre results. 

Elasticity and Security in Note Circulation. Apart from 
uniformity, it is important to have elasticity in the note 
circulation with a. view to meeting all the legitimate needs 
of business and the general public. The note circulation 
should operate automatically and be capable of expanding 
freely according as the demand for currency increases, 
owing to expansion of trade, larger payrolls, or seasonal 
factors such as harvesting and holiday periods, and of 
contracting according as the demand for currency de- 
clines because of contraction of trade, smaller payrolls, 
or seasonal factors. Willis^ refers to the “recognised 
principle of bank-note circulation" as “dictating that the 
'issue of notes shall take place when and as demanded by 
those who have business transactions to perform, or 
wages to pay". 

1 Theory and Practice of Central Banking (Harper & Brothers), p. 264. 
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From the point of view of public confidence it is also 
important to have security in the note circulation, i.e. 
adequate cover for the note issue. The question as to 
how far elasticity in the note circulation can be carried 
without unduly weakening the security of the notes and 
running the risk of shaking public confidence has been 
the subject of controversy for over a hundred years. 
During that period there were, roughly speaking, five 
different methods evolved by legislators in connection 
with the regulation of note issues. 

The first is the one adopted in England in 1844, the 
primary feature being that of the fixed fiduciary issue, 
which need be covered only by Government securities, 
while all notes issued in excess of this amount must be 
covered pound for pound by gold. This method was 
attacked on many occasions as being deficient in elasticity, 
on the ground that whenever there was an appreciable 
internal or external drain of gold an undue contraction 
of currency and credit was rendered necessary, and also 
that it was not sufficiently adaptable to heavy demands for 
currency in financial panics and other emergencies. On 
the other hand, it was held that it acted to a certain extent 
as a brake on undue expansion of currency and credit in 
times of prosperity. 

In spite of the frequent attafcks on the relatively 
inelastic English system of note cirpulation, even by 
Governmental Commissions of enquiry, it has remained 
in force, mainly, it appears, as a matter of tradition. An 
element of elasticity was, however, introduced in 1928, 
when it was provided that the Treasury could authorise 
the Bank of England to increase the fiduciary issue above 
;^2 60,000,000 (the amount fixed at that time) to a speci- 
, fied amount for not more than two years altogether from 
the date on which the authority was originally given. 
The fiduciary issue was increased, for the first time, by 
£1^,000,000 to ,^275,000,000 in August, 1931, in order 
to protect the credit base from the drain of gold. This 
increase was interpreted in a very unfavourable light on 
the Continent, since it was regarded as the beginning of 
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inflationary tendencies, and it helped to increase the gold 
drain. The disadvantage of this expedient is, as the 
Statist pointed out at the time, that “elasticity can only 
be obtained at the cost of a definite loss of confidence”, 
inasmuch as it “attracts unnecessary attention when 
attention is least desirable”. The Macmillan Com- 
mittee ^ on Finance and Industry had also in the same 
year stated that “an approach by the Bank of England to 
the Treasury for permission to increase the fiduciaiy 
issue would be interpreted as a sign of weakness, and be 
the occasion of nervousness at a time when the opposite 
effect on sentiment was to be desired”. 

In recent years, however, greater use has been made 
of this expedient. In Mar^, 1933, fiduciary issue 
was reduced to the original figure of £260,000^000 
owing to the inflow of gold at that time ; and in December, 
1936, it was further reduced to ;^200, 000,000 to com- 
pensate for the sale of gold to the Bank of England by 
the Exchange Equalisation Account. Moreover, in 
November, 1937, it was raised to ,^220,000,000 in order 
to protect the reserve against heavy seasonal expansion 
in the note circulation due to Christmas demands, and 
reduced again to £200,000,000 ® in January, 1 938, when 
the note circulation declined. Such variations in the 
amount of the fiducia'ry issue may ultimately have the 
effect of avoiding .undue attention being attracted to an 
increase when made for the purpose of counteracting 
an outflow of gold. 

The English system has been followed by Japan and 
Norway. It was also followed by Italy prior to 1926. 
Maximum normal limits were laid down for the note 
circulation of each of the three issuing banks, but notes 

* Page 140 of Kepor(. 

“ WhUe this book ■was in the press, the fiduciary issue was raised _ to 
,^230,000,000 in December, 1938, for the same reason as in the preceding 
year; and earty in January, 1939, it -was further raised to ,^400,000,000 in order 
to facilitate the transfer of ,£'200,000,000 gold (at the statutory price of about 
85 shillings per fine ounce) from the Bank of England to the Exchange Equalisa- 
tion Account. In February, however, it was reduced to £'300,000,000 as a 
result of revaluation of the remainder of the Bank’s gold holdings at current 
market price. 
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issued in excess of these amounts had to be covered in 
full by gold, with the exception of notes _ representing 
advances made to the Treasury. A variation of the 
English system has also been adopted by some other 
countries. For example, in Sweden the Riksbank was 
authorised in 1913 to issue bank-notes up to double 
the amount of its gold holdings, and 125,000,000 kronor 
in addition to that amount, and subsequently provision 
was made by law to permit the issue of an additional 

250.000. 000 kronor in the event of a menace of war or 
any other serious crisis. It is interesting to note that 
use was made of this elastic provision in Sweden in I933> 
when the limit of the fiduciary issue was raised to 

350.000. 000 kronor. Japan, in 1932, and Norway, 
in 1936, likewise raised the limits of their fiduciary note 
issues. In recent years Poland has also adopted the 
principle of a fiduciary issue, the notes issued in excess 
of the fixed amount (Zl. 100,000,000) having to be 
covered by a minimum of 30 per cent, in gold. 

The second method is that followed by France between 
1870 and 1928, namely, that of a fixed legal maximimi 
to the note circulation. It was abandoned in 1928 
because, as Lemoine ^ pointed out, it “was altogether 
too rigid and incapable of sufficient adjustment to the 
requirements of the present-day money markets”, and 
also because it “provides no guaranty against inflation” 
owing to the possibility of “raising the limit by Parlia- 
mentary action whether such action is warranted or not”. 

It is significant, in the light of the foregoing, that the 
Macmillan Committee ® recommended that the English 
note issue should be made subject only to a maximum 
total in circulation, in order to give it a higher degree of 
elasticity than that obtained under the fiduciary issue 
system. The Bank of England, according to their 
plan, was to be free to issue notes, as demanded by the 
public, up to a fixed maximum (the figure suggested at 
that time being about f^oofioo^ooo), and it was to be 

1 Voreign Banking Systems, edited by Willis and Beckhart, p. 

® Page t42 of Report. 
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subject to temporary suspension with permission of the 
Treasury. The Australian Royal Commission on Mone- 
tary and Banking Systems ^ also recommended, in 1937, 
that the Australian note issue should be limited by law 
to a fixed maximum (e.g. ,^60,000,000), subject to the 
right of the Commonwealth Bank to exceed the maximum 
by a stated amount (e.g. ,^10,000,000) with the consent 
of the Treasury. Thus, while France discarded the 
legal maximum system because in practice it had been 
found to be either too rigid or too elastic, an English 
and an Australian comnussion have recommended it for 
their countries. 

The third method was that used formerly in the 
United States in the case of the national bank-notes, 
which had to be fully covered by certain Government 
bonds carrying the privilege of note cover and were 
limited to the outstanding amount of those bonds as well 
as to the paid-up capital of the banks. This system was 
found to be very unsatisfactory on account of its rigidity. 
It was, as Burgess ^ said, a safe current^, but “so fixed 
that it could neither readily be decreased in slack seasons 
and dull years, nor increased in busy seasons and periods 
of emergency”; and according to Kemmerer ® any elas- 
ticity possessed by national bank-notes was of a chewing- 
gum variety. It was hiso employed for a time in some 
other countries, for example, the Cape of Good Hope, 
where the notes had to be fully covered by Government 
securities and, in addition, limited to the paid-up capital 
and reserves of the issuing banks. 

The fourth method was that adopted by Germany in 
1875 and followed, with modifications, by the United 
States in 1914 wten the Federal Reserve System was 
brought into being. The essential feature of this method, 
which has now spread over a large part of the world, is 
the provision of a proportional metallic reserve against 

* Page 225 of Report. , 

^'Reserae Banks and the Mon^ Market, Revised Edition (Harper & 
Brothers), p. 73. 

® Seasonal Fariations in the Belative Demand for Mon^ and Capital in the 
United States, p. 153. 
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the note circulation (25, 30, 33^ or 40 per cent.), the 
remainder of the notes to be covered by trade bills and 
Government securities, with the further provision that 
subject to certain conditions and penalties the reserve 
ratio may be allowed to drop below the legal minimum.' 

The evolution of this method is important since it 
reveals several points of sdenlific interest. When it was 
first introduced into Germany, it provided for a minimum 
cash reserve of one-third of the notes in circulation as an 
absolute limit, but a further limit was' imposed on the 
note issue to the effect that beyond a certain fixed amount 
the notes were to be fully .covered by cash in hand. The 
latter limit, which proved to be an inner limit, showed 
the influence of the English system, but a novel feature 
was added to it, namely, that the Reichsbank could issue 
notes in excess of this limit subject to the payment of a 
tax at the rate of 5 per cent, per annum on any such 
excess of notes. The idea behind this method was to 
impart elasticity to the note circulation at the very point 
where the English system was deficient in elasticity, 
while at the same time it discouraged the central bank 
from following a policy of undue expansion by imposing 
a tax on the uncovered excess. In other words, by taking 
away the profit incentive it helped to ensure the ex- 
pansion of currency beyond the itmer limit taking place 
only in emergencies and in peak periods of trade. It 
served its purpose relatively well, but owing to the rapid 
economic development of the German Empire the tax 
provision came into effect too frequently, and the fixed 
amount had to be raised on several occasions prior to the 
Great War. 

Another novel feature in the German system was the 
provision that, apart from the minimum cash reserve of 
one-third, the remainder of the notes were to be covered 
by discounted paper having a maturity of not more 
than three months. 

The United States incoi^orated the novel features of 
the German method in their Federal Reserve note issue, 
but modified and simplified their operation. The idea of 
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a fixed amount beyond which notes were to be fully 
covered by gold or cash was discarded, and provision 
was made only for the Federal Reserve Banks maintaining 
a legal minimum gold reserve of 40 per cent, against 
their notes in circulation and 35 per cent, against their 
deposits. At first, in adcUtion to the minimum gold 
reserve of 40 per cent, the notes were to be fully covered 
by trade or agricultural bills discounted for the member 
banks by the Federal Reserve Banks. This was prompted 
by the desire for a so-called “pure asset currency”, 
which would not only be a very safe and sound currency 
but would also expand or contract in accordance with 
the volume of business, as it was expected that the volume 
of discounted bills in the hands of the Federal Reserve 
Banks would reflect fairly accurately the volume of busi- 
ness activity in the United States. This was, however, 
found not to be the case, and the Federal Reserve Banks 
experienced difficulty at times in providing adequate note 
currency. 

The next step was taken in 1916 when the base of the 
note issue was broadened by admitting as cover the short- 
term collateral notes of the member banks which repre- 
sented another means of member-bank borrowing from 
the Federal Reserve Banks, and also the bills bought by 
the latter in the open* market, while in 1917 gold was 
admitted as direct p over and only for the remainder were 
notes to be covered by bills and collateral notes. Finally, 
in 1932, Government securities were admitted as addi- 
tional backing for Federal Reserve notes pwing to the 
heavy demand for currency for domestic hoarding and 
the demand for gold from abroad at that time. In 
these ways the currency base was considerably broadened 
with a view to securing adequate elasticity. 

The other elastic provision of the German system was 
applied in the direction of permitting, in the case of 
emergencies, a shortfall below the legal minimum reserve 
ratio rather than an excess above a certain amount of 
notes. Provision was made for authority to suspend 
the reserve requirements for 30 days and renew the sus- 
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pension for periods of 15 days each, subject to the pay- 
ment of a graduated tax on the notes not covered by the 
legal minimum and to the obligation to raise discount 
rates in accordance with the extent of the shortfall. 

The basis of the Federal Reserve note issue, as it was 
constituted in 1 9 1 7, was adopted by most of the many hew 
central banks which were created after the Great War, 
and also by Italy in 1926 and France in 1928 when they 
reorganised their currency systems. Even Germany de- 
cided in 1924 to adopt Ae modifications introduced by 
the United States; and in 1933 the Reichsbank was 
also empowered to use fixed-interest securities bought 
for its own account as cover for notes in addition to bills 
discounted. 

The fifth method is the one that has been in use in 
Holland for many years and in the Union of South 
Africa since 1930, namely, that of prescribing only a 
legal minimum gold reserve against notes and deposits of 
40 or 30 per cent, and making the notes a first charge on 
dl the assets of the central bank. In other words, the 
idea of specifying the particular kinds of assets (dis- 
counted bills, purchased bills, collateral notes, or Govern- 
ment securities), which may be used as cover for that 
part of the note issue not covered by gold, was discarded 
by these countries and the central bank given greater 
freedom of action. This was done because th^e restrictions 
on the note issue were found by the central bank to be 
burdensome at times when there was a big demand for 
note currency and many of the assets of the central bank 
were of a type different from that specified in the law, 
and also because it was realised that in those countries 
where deposit currency played a much more important 
part than note currency, so much stress on security for 
the latter seemed rather misplaced. The control and 
adjustment of credit by the central bank in accordance 
with the requirements of national economic welfare, and 
the maintenance of adequate gold reserves for the total 
credit structure, are the matters to be stressed, and where 
this is being followed the regulation of the note issue is 
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a subsidiary matter and can be left to the discretion of 
the central bank. 

This is borne out by what Sprague ^ has said of the 
Federal Reserve system: 

For proper use of the right of issue the main reliance must and 
should be on trise and experienced management for the reserve 
banks. . . . Restrictions which would make overissue impossible 
would also deprive the right of issue of all usefulness as a means 
of extending credit. 

Moreover, Burgess " holds that 

in fact Federal Reserve notes would be just as safe and just as 
elastic if they were an obligation of the Reserve Banks, without 
specific securitj' but backed by all Federal Rcserv^c assets, just as 
are the deposits. 

State Notes versus Bank Notes. While in practice the 
State has almost everywhere entrusted the note issue to 
the central bank, and while this is generally accepted as 
proof in itself that the central bank has been found by 
experience to be a more suitable and appropriate medium 
for the issue of note currency, there are still strong ad- 
herents of the view that in the interest of the community 
the State should exercise its prerogative in respect of note 
currency as it has done in the case of metallic currency. 
Shaw® even expounds the view that a State note issue 
based on full valbe is the only means of securing an 
“uncontrolled, automatic, self-regulating note currency”, 
and that the State should use the central bank, if at all, 
only for the distribution of notes as is done with metallic 
currency. 

The following quotations will su/Hce to illustrate 
Shaw’s reasoning in the matter of note issues: 

The principles of the true or ideal paper money, viz. a State- 
issued paper money of full face value, ^aranteed by a full cover 
redemption fund composed of securities, issued automatically, 

* As Editor of Dunbar's Theory and History of Banldng (Third Edition), 

p. =68. 

» Op. cit, p. 76. 

» Theory and Prineiples of Central Banking, pp. 30-80. 
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retired automatically, self-regulatii^, never redundant, never defi- 
cient, neutral in its efiect on prices, but rising equal to any strain 
upon it, guaranteed against debasement by the State which issues 
it, and incapable of debasement by the community which purchases 
uses it; 

these true principles preclude and abrogate any exerdse of the 
note issue and note control function by a Central Bank; 

in this perfect form such paper is incapable of overissue and debase- 
ment, and is therefore proof against manipulation at the hands of 
a needy Government; 

so long as a State sells paper money at a full face value the public 
will only buy so much as it absolutely needs, and so much as it 
actually can afford to pay for; 

every known case of deliberate depredation of currency has been 
the act of a needy Government which has imposed its will upon 
a Central Bank. 

It is difficult to understand why a needy Government 
should not hesitate to bring pressure to bear on the central 
bank to debase the note currency, but would refrain 
from debasing notes when it was the issuer itself, just 
because it had originally undertaken to issue full-value 
currency and only in response to actual demand from 
the public, “Necessity knows no law,’* and a needy 
Government usually considers itself justified in brushing 
aside undertakings and laws made in normal times. 
History is full of examples of currency depreciation by 
the State, not only where it had a monopoly of the note 
issue, but also where it had previously given banks the 
right of issue, and even where it had given a central bank 
the sole right of issue, which was circumscribed as “the 
sole right to 'issue bank-notes”. 

It is true that there are also examples of currency de- 
preciation as a result of needy Governments imposing 
their will upon central banks, but if the latter had resisted 
them indefinitely they would have resorted to other means 
of achieving their object. In this as in other matters 
central banks are frequently confronted with the neces- 
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sity of choosing the lesser of tvro evils. The resistance 
TvMch may be offered by a central bank against unsound 
currency designs on the part of the State is at least one 
advantage in favour of the central bank being the issuer 
of notes. 

This point of view is corroborated by the following 
statements made by the Dutch Minister of Finance in 
November, 1936, during the discussion in the Legis- 
lature on the renewal of the Netherlands Bank charter; 

A Government, wMch has at its command a State Bank, would 
in difficult drcumstances be subject to the temptation to issue 
money through turmng the .printing press. It is well that in 
such a case a Government should come up against the reistance 
of private interests. ... In the past the central bank has never 
allowed itself to be influenced by any other interest than that of 
public wdikre. 

Moreover, there is no good reason why a State issue 
should have the only chance of being an automatic, self- 
reguladng note currency. At least in every country 
where bank deposits constitute a much more important 
medium of exchange than note currenc}*, the issue of 
notes by the central bank is not a controlled factor in the 
sense that consdous and deliberate policy is imparted to 
it, Consdous policy^ if any, is directed towards the 
control of credit^cand the issue of notes proceeds auto- 
matically, contracting and eaqjanding, as Shaw demands 
of an ideal paper currency, in accordance with the needs 
of business and the general public. In other words, the 
central bank does not take the initiative in the issue of 
notes, but may do so in the creation of credit, and the 
expansion of credit usually tends to bring about an ex- 
pansion of the automatic demand for notes. Thus, if 
inflation and depredation of oirrency do take place 
in such countries, they are the result of inflation of 
credit. 

It is true that there has been a great deal of loose and 
confused thinkin g on the subject of note currency. The 
evolution of the methods adopted for the management 
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of note issues has already shown how much stress was 
laid by legislators in the past on the need for security 
of the note issue and for guarantees against the inflation 
of note currency. Even now several countries provide 
only for a legal minimum reserve against the note circu- 
lation of the central bank, while the creation of deposits 
by the central bank is subject to no legal restriction. 
References are also made at times in writings and dis- 
cussions to the control of note currency by central banks. 
In central-banking practice, however, notes are issued 
only as they are required and drawn by commercial 
banks on behalf of their customers for payrolls and 
holiday or other disbursements by the public, or by the 
Government for payments of wages and salaries, and 
notes are returned to the central bank by commercial 
banks according as their customers deposit notes in 
excess of their normal requirements, or by the Govern- 
ment according as revenue collections are made in the 
form of notes. 

The weekly statements of all central banks bear ade- 
quate testimony of the fluctuations of the note circulation 
depending upon what week of the month or what month 
of the year or what stage of the business cycle it is. In 
the stage of prosperity, for example, while the general 
trend of the note circulation will be upward, there will 
be substantial fluctuations during the course of any 
month. 

South African Reserve Bank. In the case of the South 
African Reserve Bank, while the note circulation rose 
from ;^8, 432,000 on the 31st December, 1932, to 

8,093,000 on the 31st December, 1937, the former 
amount declined to ,^7,122,000 on the 13 th January, 
1933, before rising again to ^9,321,000 on the 31st of 
that month, and the latter declined to ,^1 5,482,000 on the 
2ist January, 1938, before rising again to 7,52 1,000 
at the end of that month. The substantial increase 
between the middle and the end of a month and the 
appreciable decline between the end of one month and 
the middle of the next month are to be attributed primarily 
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to the prevalence of salary payments and payments of 
shop accounts on a monthly basis. 



Note Circulation of the 
South African Reserve Bank. 

15 Dec. 1932 . 

£. 

6,750,000 

31 Dec. 1932 . 

8,432,000 

13 Jan. 1933 . 

. . . . 7,122,000 

31 Jan. 1933 . 

9,321,000 

17 Feb. 1933 . 

. 7,9+3.000 

28 Feb. 1933 . 

9,696,000 

18 Dec. 1936 . 

. 14,705,000 

31 Dec. 1936 . 

. 16,416,000 

22 Jan. 1937 . 

- 14,023,000 

30 Jan. 1937 . 

. 15,887,000 

17 Dec. 1937 . 

. . . . 16,280,000 

31 Dec, 1937 . 

. . . . 18,093,000 

21 Jan. 1938 . 

. 15,482,000 

31 Jan, 1938 . 

. 17,521,000 


Federal Reserve Banks. Burgess,^ in dealing with the 
position of the Federal Reserve Banks, points out that 
fluctuations in currency circulation normally reflect 
principally changes in payrolls and retail trade, and that 
there are notable increases at regular payroll periods 
and at holidays, particularly at Christmas. Referring in 
particular to the Federal Reserve Bai^ of New York, 
he produces statistics showing 

the typical weekly movement, largely reflecting withdrawals for 
payrolls and the return of this currency as it is re-deposited in 

hanks On Thursday banks begin to withdraw from the 

Reserve Banks the currency which their customers require for 
their weekly payrolls and for week-end expenditures. Thursday 
and Friday there are large withdrawals for these purposes. Satur- 
day there are smaller withdrawals. On Monday this money 
begins to flow back to the Reserve Banks and the flow continues 
on Tuesday and Wednesday. 

He also reveals that "there is a distinct tendency towards 
heavy withdrawals at the end of the month for monthly 

‘ Op. cit., pp. 83-8, 
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payrolls and a less noticeable tendency around the fifteenth 
of the month”, and that “there are larger withdrawals 
just before holidays, and deposits afterwards”. 

Bank of England. In England weekly fluctuations in 
the note issue can also be observed from the weekly state- 
ments of the Bank of England made out every .Wednes- 
day. For various reasons, however, these weekly fluctu- 
ations are not so pronounced as in many other countries. 
For example, from ,^462,703,000 on 6 January, 1937, 
Bank of England notes in circidation fell to ,^4 ^o, 464,000 
by 20 January, then rose to ,^457,3 1 1,000 by 3 February, 
dropped to ,^453, 337,000 by 17 February, advanced 
again to ^^460, 954,000 by 3 March, and ,£473,837,000 
by 3 1 March, and declined to ,£464,024,000 by 2 1 April. 

Note Circulation of the 

Date. Bank of England. 


3 Dec. 1930 . 

. 359**19.000 

25 Dec. 1930 . 

• 379.574.000 

7 Jan. 1931 . 

. 363,505,000 

21 Jan. 1931 . 

. . . . 346,462,000 

21 Nov. 1934 . 

. . . . 376,905,000 

28 Nov. 1934 . 

. 379,687,000 

5 Dec. 1934 . 

• 385.447.000 

26 Dec. 1934 . 

. 405,164,000 

9 Jan. 193s . 

. . . . 385,606,000 

2 Dec. 1936 . 

. 451,587,000 

23 Dec. 1936 . 

. 474,116,000 

6 Jan. 1937 . 

. . . . 462,703,000 

20 Jan. 1937 . 

. . . . 450,464,000 

3 Feb. 1937 . 

- 457.3 1 1.000 

17 Feb. 1937 . 

• 453.337.000 

3 Mar. 1937 . 

. 460,954,000 

31 Mar, 1937 . 

. 473.837.000 

21 Apr. 1937 . 

. . . . 464,024,000 


It will be observed that in spite of an upward trend tKe 
note circulation dropped between the beginning and the 
third week of every month and rose between the third 
week and the end of the month or the beginning of the 
following month. The greatest rise usually takes place 
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between the third week of November and the fourth 
week of December because of the Christmas holiday 
requirements, and the greatest fall between the end of 
December and the third week of January owing to the 
return of currency from circulation In the absence of 
daily statements the daily fluctuations during the week 
cannot be traced as Burgess has done in respect of the 
circulation of the Federal Reserve Bank of New York 
Apart from the fact that the note issue of the central 
bank is in many countnes an “uncontrolled, automatic, 
self-regulating note currency”, there is the point that, if, 
as Shaw says, the function of issuing notes could just as 
well be undertaken by the State subject to his conditions 
regarding full value and redemption, that of controlling 
credit IS generally recognised, even by Shaw, as belonging 
essentially to the central bank, and experience has shown 
that the functions of issuing notes and controlling credit 
should be closely co ordinated and could most satisfact- 
orily and efiiciently be exercised by a single authority, which 
would then be the central bank rather than the State 
Economic opinion m general is definitely against a 
State note issue on account of the temptation in which 
Governments are placed and the comparative ease with 
which Governments as big disbursers of money can in 
the long run force their notes* into circulation As 
Lewinsla ^ points out, “bank-notes are, with rare ex- 
ceptions issued but on the demand of the recipient 
parties”, whereas Government paper money can be 
‘put into the channels of circulation in exchange for 
services and goods” and need not be “preceded by any 
demand for them” Moreover, Kisch and Elkin® 
emphasise the fact that 

the danger of State control of the currency lies m the temptation 
to a Government to treat its political difficulties as justifying a 
course of action only permissible in an emergency of an entirely 
different order, 


^ Mon^ Credit and Prtces p 
* Central Banks (Fourth Ediuon), p 27 
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whereas ‘ 

if there is an independent or quasi-independent bank the Govern- 
ment would find it difficult in practice to suspend the obligations 
of the bank except when a true national emergency occurs. 

Government's Share in Profits of Note Issue. Since the 
monopoly of note issue is usually found by central banks 
to be a valuable privilege not only for purposes of control, 
but also as a source of profit, the State has practically 
everywhere claimed a share in Ae profits of central banks. 

At first banks of issue were required to pay an annual 
amount to the Government fixed from time to time or a 
special tax on the average amount of the note circulation 
in addition to general taxation. In 1 846, however, when 
private capital was introduced into the Bank of Prussia, 
it was provided that the State should receive one-half 
of the profits of the Bank after the payment of a dividend 
of 3^ per cent, to shareholders. This principle of the 
State sharing in the general profits of the central bank, 
instead of levying taxes on the note circulation or claiming 
the profits of the note issue as distinguished from the other 
profits of the central bank, was applied to the National 
Bank of Belgium, Reichsbank of Germany, Nether- 
lands Bank, Bank of, Japan, and the Federal Reserve 
Banks of the United States, and subsequently to all the 
central banks which were established directly or indirectly 
on the Federal Reserve Bank pattern or whose reorgani- 
sation was influenced by it, with the exception, of course, 
of the central banks which are State-owned banks. 

As the methods of profit sharing are constituted at 
present, provision is made {a) for a dividend to share- 
holders, varying from 3J per cent, in the case of the 
Netherlands Bank to 6 per cent, in the case of the Federal 
Reserve Banks of the LJnited States, the National Banks 
of Belgium and Czechoslovakia, the Bank of Norway, 
and the South African Reserve Bank, as a first charge on 
the net profits, and thereafter a division of profits between 
the reserve fund of the bank, the State and the share- 
holders, or just between the reserve fund and the State 



The Central Bank as Bank of Issue 41 

as with the Federal Reserve Banks, or (b) for the pay- 
ment of 5 to 20 per cent of the net profits to the reserve 
fund as a first charge on the profits, and a dividend of 
5 to 12 per cent to shareholders as a second charge, the 
remainder to be divided between the State and the share- 
holders, as in the case of the central banks of Argentina, 
Chile, Colombia, Estonia, Germany, Hungary, Lithu- 
ania, Poland, Portugal, Roumania, Switzerland and 
Yugoslavia 

With regard to the Bank of England, where an Issue 
Department is kept quite separately from the Banking 
Department, provision has been made for the whole of 
the profits of the former to be paid over to the State 
This separation of the Issue and Banking Departments 
has been followed only by the Commonwealth Bank of 
Australia, the Reserve Bank of India, the Central Bank 
of China, the Bank of the Republic of Uruguay, and the 
National Bank of Costa Rica 

The principle of the State sharing in the general profits 
of the central bank is to be preferred to that of the State 
taking the whole of the profits of the note issue, since 
the former gives the central bank greater freedom of 
action The central bank may during any period make 
a substantial profit on the note issue, but only a very small 
profit or even a loss in its banking department owing 
to emergency relief or credit-control operations, and it 
needs to be encouraged rather than discouraged in the 
fulfilment of the dictum that the central bank must 
perform its duties and responsibilities without considera- 
tion of profit in respect of any of its operations In this 
connection the statutory limit placed on dividends to 
shareholders, and in some cases also on payments to the 
reserve fund, is wise, as it helps to remove the incentive 
to make large profits 
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THE CENTRAL BANE 
AS THE GOVERNMENT’S BANKER, 
AGENT AND ADVISER 

Central banks everywhere fulfil the functions of banker, 
agent and adviser to the State. In fact, the older central 
banks performed these functions even before they were 
recognised as central banks. In the case of the new 
central banks, however, the performance of these func- 
tions usually coincided with their assumption of central 
bankutg functions generally. 

In its capacity as the Government's banker the central 
bank keeps the banking accounts of Government de- 
partments and enterprises, receiving on deposit the 
revenues and capital receipts of the State and providing 
the cash and other banldng facilities required for the pur- 
pose of State disbursements generally. These facilities 
include the granting of temporary advances to the State 
in anticipation of tte collection of taxes or the raising of 
loans from the public, and of ext ra ordinary advances to 
the State during wars and financial crises. Another 
banldng service usually rendered is that of providing 
foreign exchange to meet the public debt service or the 
purchases of Government stores in other countries, and 
purchasing foreign exchange where the State has fioared 
loans in other countries. 

As the Government’s agent and adviser the central 
bank is sometimes called upon to perform a great variety 
of functions, such as the management of the public debt; 
the keeping of transfer registers in respect of Government 
stocks and certificates; the flotation, conversion or re- 
4 = 
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demption of Government loans, the issue and redemp- 
tion of Treasury bills, the administration of exchange- 
clearing agreements with other countries, and of exchange 
stabilisation or equalisation accounts, etc 

The Government's Banker Advances to the State (Prior 
to World War) The function of banker to the State was 

closely associated with that of note'issue In the case of 
several of the older central banks the privilege of note issue 
was granted or extended in return for loans to the State 
The Bank of England, for example, was brought into 
being by public subscription in 1694 for the express pur- 
pose of advancing money to the Government, in return 
for certain rights and pnvileges conferred by legislation 
These included the privilege of note issue subject to 
certain limitations, followed three years later by an im- 
plied monopoly of joint stock banking in England for 
the period of the Bank’s charter 

The original capital of the Bank of England was 
,^1,200,000, and the whole of this amount was advanced 
to the Government at the rate of 8 per cent per annum 
In 1697 and 1709, when the Government was again in 
need of funds, the Bank was authorised to increase its 
capital and its note issue in return for further loans to 
the Government By 1721 the permanent debt of 
the Government to the Bank had 'risen in this manner 
to ;^9 j375>ooo By the middle of . the eighteenth 
century the permanent debt to the Bank had grown to 
1 1,686,000 and the rate of interest had been reduced to a 
uniform rate of 3 per cent , and in 1 800 it was increased 
by a further loan of ^ 2 , 000^000 to ;^I4,68 6,000 This 
amount was reduced m 1833 to ,^11,015,000, at which 
figure the permanent debt of the Government to the 
Bank has remained ever since This debt to the Bank 
has throughout its career been closely associated with its 
enjoyment of certain pnvileges conferred by legislation 
In fact, since 1833 the legal position has been that these 
pnvileges could be abolished at any time upon twelve 
months’ notice and upon repayment of the debt of 
5,000 
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With regard to temporary advances, the Bank began 
in 1718 to make advances to the Government “in antici- 
pation of the land and malt taxes, and upon exchequer 
bills and other securities” According to Conant® 
the usual limit of these temporary advances was ,^20,000 
or ,^30,000, and it became a subject of complaint if the 
amount was increased to ,^50,000. Its original charter 
had provided for a penalty of three times the sum lent 
if the Bank advanced money to the Government without 
the consent of Parliament. To legalise the position 
legislation was passed in 1793 providing that the Bank 
should not be subject to any penalties for making such 
advances to the Government, but that the amount of 
sums so advanced must be laid before Parliament every 
year.® 

During the eighteenth century and until the forties of 
the nineteenth century the Government financed most 
of its short-term requirements by means of Exchequer 
bills which were purchased by banks and the public for 
the investment of their surplus funds. The Bank of 
England itself usually held some Exchequer bills in its 
portfolio which it either purchased as an investment or 
rediscounted for third parties, and granted temporary 
advances to the Government to make up the deficiency 
between the issues of Exchequer bills and the needs of 
the Government. For various reasons, however, the 
Exchequer bill declined in popularity since about 1 840, 
and the Bank was called upon to make larger advances. 
These advances came to be known as deficiency ad- 
vances for the purposes of Consolidated Fund Services 
(such as the service of the national debt) and ways and 
means advances for the Supply Services, which repre- 
sented the expenditures requiring the annual sanction 
of Parliament. Owing to the increasing needs of the 
Government the Treasury bill was introduced in 1877 
and made an attractive investment for the surplus funds 

1 Gilbart’s History, Principles and Practice of Banking, Vol. I, p. 36. 

® History of Modem Banks of Issue, p. 96. 

» Gilbart, op. cit., p. 45. 
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of banks and the public by giving it a fixed currency not 
exceeding twelve months (iisually three months) and 
issuing it by tender under discount. At first it could be 
used only for the purposes of Consolidated Fund Ser- 
vices, but in 1902 it was applied to requirements for 
Supply Services as well.^ As a result of the extensive 
use of Treasury bills for these purposes, the Bank was, 
up to the time of the World War, not required to make 
ways and means advances to any great extent. 

Prior to 1914 the Bank of France had on several 
occasions to make substantial advances to the Govern- 
ment, for example, at the time of the Revolution in 1 848 
and the Franco-Prussian War in 1870 and in connection 
with the payment of the indemnity by France to Germany 
in 1871. These advances were intended to be of a 
temporary nature, and the greater part of these loans 
was repaid over a period of years, but beginning in 1857 
each renewal of its charter and of its privilege of note 
issue was accompanied by an agreement on the part of 
the Bank of France to grant the Government a permanent 
loan. In 1897, when the permanent loan had increased 
to 1 80,000,000 ‘francs, the Bank agreed to make it a 
non-interest-bearing debt. According to Conant,® how- 
ever, these renunciations of interest were offset by the 
fact that the Government carried in its current account 
at the Bank a sum which was usually equal to the amount 
of these loans.. In 1911 the permanent debt of the 
Government to the Bank was increased by a further 
20,000,000 francs to a total of 200,000,000 francs. 

The Netherlands Bank was obliged by law in 1888 to 
grant accommodation to the Government in the form 
of advances on current account on the security of 
Treasury paper, subject to such advances not exceeding 
FI. 5,000,000 at any time and to interest being paid at 
the rate for ordinary advances. In 1903 the maximum 
for the Bank’s advances to the State was raised to 
FI. 1 5,000,000, and it was enacted that no interest should 

^ King s Histaiy of the London Discount Marhet, pp. 9, xj, vtt—n. 

* Op. dt., p. 67. 
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be charged thereon by the Bank.^ As in the case of the 
permanent loans of the Bank of England and the Bank 
of France, this obligation on the. Netherlands Bank 
appeared to have a close connection with its enjoyment 
of the monopoly of note issue. 

The Reichsbank was authorised to discount Treasury 
bills or Treasury certificates directly for the Treasury or 
for third parties, but prior to the War it was seldom 
called upon to hold much Treasury paper in its portfolio. 

In general, therefore, it may be said that up to the time 
of the War the fiscal relations between the State and the 
central bank were governed by a tradition which was 
evolved first in England, and Aen in France, Holland, 
Germany and several other cormtries. This tradition 
was to the effect that in the interest of sound finance the 
central bank should only be required, apart from a per- 
manent or special loan in return for the monopoly of note 
issue, to grant advances to the State which would be 
repaid within a relatively short period out of the proceeds 
of taxes or of loans raised from the public. These 
advances were usually made only at those times of the 
year when revenue fell short of expenditure, such as 
between heavy interest payments and income-tax col- 
lections or other receipts, and when the issue of Treasury 
bills to the other banks and the public was considered to 
be inconvenient ®r uneconomical to the Treasury for one 
reason or another. 

The fundamental factor underlying this central banking 
tradition appeared to be the recognition that the creation 
of additional central bank credit through granting ad- 
vances to the State tended to bring about an arbitrary 
increase in the available supply of bank cash which might 
lead to the inflation of the credit and price structures 
generally. This result arises in particular from the 
special position of the central bank, not only as the bank 
of issue but also as the banker of the Government and 
the commercial banks, and not of the public to any great 
extent, if at all. When the central bank makes an ad- 

1 Foreign Banking Systems, edited by Willis and Beckhart, p. 738. 
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vance to the Government^ the proceeds thereof are dis- 
bursed by the latter in the course of making payments 
directly or indirectly to various persons who deposit 
these funds to the credit of their accounts with the 
commercial banks Whether these deposits consist of 
cheques or drafts on the central bank or notes of the 
central bank, the result is the same, namely, an increase 
in the cash resources of the commercial banks and, 
therefore, in their capacity to expand their investments, 
discounts and advances 

It IS true that where the receiving banks or any of the 
original recipients are indebted to the central bank and 
apply those claims on the central bank to the reduction 
or discharge of their indebtedness, an equivalent amount 
of new central bank credit will be automatically cancelled 
The remainder, on the other hand, will have the effect 
of increasing the cash reserves of the commercial banks, 
which represent the credit base of the community, and 
any increase in cash reserves, if substantial and persistent, 
may be used under certain circumstances for the mani- 
fold expansion of credit which is rendered possible 
thereby In other words, it is a potential source of 
inflation, and it tends to undermine the control of the 
central bank over the money market 

When, however, in anticipation* of receipts from taxa- 
tion or from public loans the Government needs funds 
which cannot conveniently or economically be obtained 
from the money market, either because of temporary 
stringency or because the issues and maturities of 
Treasury bills could not be properly adjusted to the 
requirements of the Government, the central bank can 
perform a useful function by granting temporary advances 
to the Government In the first place, if such an advance 
is made for short periods only and liquidated out of the 
proceeds of taxes or of loans raised from the public 
either in the form of stocks or Treasury bills, it does not 
serve as a source of inflation fer se Secondly, there are 
occasions during the year, particularly in countries where 
the money market is not well organised, when owing to 
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a desire for liquidity by those liable for heavy dividend or 
tax payments a temporary stringency results, and when 
central bank advances to the State not only provide the 
latter with its needs for the time being but also help to 
counteract the. stringency by placing more funds at the 
disposal of the market. In other words, the quantity of 
money is increased at a time when the velocity of circula- 
tion has declined. 

Thus, when the Federal Reserve System was contem- 
plated in 1913, the normal practice of the older central 
banks was to grant accommodation to the State only for 
short periods, as the State relied for its loan requirements 
principally on the issue of stocks and Treasury bills to 
the commercial banks, bill dealers, and the public 
generally. Accommodation to the State was granted by 
central banks either in the form of advances on current 
account, as in the case of ways and means advances by 
the Bank of England, or direct discounts of bills of 
certificates for the Treasury as by the Reichsbank, or a 
combination or modification of both. In addition to the 
temporary accommodation provided by the central banks 
on the initiative of the State, they also usually held in 
their portfolios varying amounts of Government stocks 
and Treasuiy bills which they acquired on their own 
initiative as investments to de^y part of their expenses 
or as cover for apportion of their note issues, or which 
they obtained in the course of their rediscount and open- 
market operations. In general, however, apart from the 
permanent loans to the State, central banks did not hold 
much Government paper amongst their assets. 

The Federal Reserve Act did not give the Federal 
Reserve Banks the power to make advances on current 
account to the United States Government or to rediscount 
Treasury bills or certificates for third parties. What the 
original act did do was to authorise the Federal Reserve 
Banks to buy and sell bonds and notes of the United 
States Government, and to rediscount for member banks 
their customers’ paper, issued or drawn for the purj^ose 
of carrying or trading in bonds and notes of the United 
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States Government and endorsed by the member banks 
themselves subject to a maximtim maturity for such paper 
of 90 days. The latter poyrer was not specified directly 
or explicitly, but rather in the form of an exclusion from 
a prohibition, and was not expected to play an important 
part in rediscount operations. The power to buy and sell 
bonds and notes of the United States Government was 
primarily intended to give the Federal Reserve Banks some 
control over money-market conditions by enabling them to 
conduct open-market operations like some of the older cen- 
tral banks did, but it could, of course, be used for the 
purpose of granting accommodation to the Government. 

In accordance with central banking tradition the 
Federal Reserve Banks did not originally contemplate 
buying Government bonds as a means of providing 
financial facilities to the Government, but only for pur- 
poses of investment and open-market operations. As 
regards temporary accommodation, an arrangement was 
made whereby Treasury overdrafts for a few days could 
be liquidated by means of a one-day certificate of indebted- 
ness, issued by the Treasury to a Federal Reserve Bank 
to cover the amount of the overdraft on any particular 
day and replaced by another on the following day and so 
on until the proceeds of taxes, bonds or notes balanced the 
Government’s accounts. 

Advances to the State since 1914. The jiuge cost of the 
World War and the enormous loan requirements of the 
State placed a heavy burden on the credit structure of 
every country which was involved in that war. Under 
the stress of this burden central banking traditions were 
abandoned and central banking practices were consider- 
ably changed in the process of adaptation to war economy. 
The central banks of all the belligerent countries were 
obliged, directly and indirectly, to give financial assistance 
to their Governments on a large scale during the War 
and for some time after the War. Several of these banks 
were again called upon to grant large advances to their 
Governments during^ the period following the financial 
crisis of 1931. This also applied to many countries 
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which were not directly involved in the World War but 
which were likewise severely affected by the emergency 
conditions prevailing during the last-named period. 

In Great Britain greater use was made of \vay5 and 
means advances by the Bank of England to the Govern- 
ment during the War, and the Bank increased its holdings 
of Government securities and its advances against Govern- 
ment securities. These activities of the Bank caused an 
increase in the cash of the commercial banks, and this 
increase enabled them in turn to buy more Government 
securities and increase their advances against Government 
securities. A series of large war loans were floated and 
considerable amounts of Treasury bills were issued, but 
the great bulk of these were placed with the commercial ' 
banks, other financial institutions, and the public. In 
general, in Great Britain less use was made of central bank 
credit * and greater use of taxation and of the capital 
resources of the community than in the other belligerent 
countries of Europe. In 1920 a policy of deflation was 
adopted, and the Bank was able to resume its former 
position of granting ways and means advances to the 
Government only for very short periods in anticipation of 
tax collections. 

In connection with the financial crisis of 1931 and its 
aftermath the Bank of England was not clilled upon to do 
much in the way of advances to the Government, but 
it increased its open-market purchases of Government 
securities on various occasions as a means of supporting 
Government credit and as a matter of monetary policy. 

The United States followed much the same policy as 
Great Britain. During the War the Federal Reserve 
Banks increased their holdings of Government securities 
and made large advances to member banks against their 
promissory notes covered by Government securities,® and 

^ It must be mentioned here, however, that the issue of Treasury currency 
notes during the War and till 192S, when they were amalgamated with the 
Bank of England note issues, virtually played the part of central bank credit. 
The amount of Treasury notes outstanding at the time of amalgamation was 
^^285, 000,000* 

a This power was given to the Federal Reserve Banks in 1916. 
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indirecdy to non-member banks as well. The expansion 
of central bank credit in these ways was even facilitated 
by making the advances against Government securities 
at interest rates equal to or lower than those carried by 
the securities themselves, and also at preferential rates as 
compared with commercial paper. No great use, how- 
ever, was made of certificates of indebtedness as a means 
of direct accommodation to the Government. They 
continued to be used only for very short periods, as was 
the case prior to the participation of the United States 
in the War; and the Federal Reserve Banks continued 
to have no power to make advances on current accounts 
to the Government. 

As in Great Britain a policy of deflation was adopted 
in the United States in 1920, and Government finance 
became a less dominating factor. Moreover, as in the 
case of the Bank of England the Federal Reserve Banks 
increased their open-market purchases of Government 
securities during the years 1931— 3> but on a much larger 
scale. For example, they increased their holdings of 
Government securities from about $300,000,000 in 1929 
to $2,430,000,000 by the end of 1^33, and still further 
since 1937. These operations formed part of a monetary 
policy designed to promote reflation and counteract 
deflation and depression. In this connection Burgess ^ 
observes that . 

the line between purchases (of Government securities) made to 
improve the economic conditions of the country and purchases 
made to meet the convenience of the Government may often be 
difficult to draw; but if the central bank is genuinely free from 
undue political pressure, the distinction may be made. 

In France and Germany as well as the other belligerent 
countries on the Continent extensive use was made of 
central bank credit both during the War and after. The 
Bank of France was obliged to make large advances to 
the Government from the beginning of the War. For 
various reasons France did not have recourse to increased 
taxation and long-term borrowing to nearly the same 

* 'Reserve Bcmks and the Mon^ Marlet, Revised Edition (Haiper), p. 1*4. 
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extent as Great Britain and the United States, but large 
amounts of short-term National Defence notes and 
Treasury notes were issued from time to time and sold to 
banks and others. The large advances by the Bank to 
the Government and also to the other banks against 
Government securities gave rise to a big increase in the 
note circulation of the Bank and the volume of bank 
which in turn brought about an enormous increase in 
•bank credit generally. The ultimate result was, of 
course, a considerable depreciation in the value of the 
franc. 

The highly-inflationary methods of war finance adopted 
by France were continued by France after the War when 
a series of budget deficits caused the Government to 
resort to further borrowing from the Bank until the 
advances reached the huge total of 38,000,000,000 francs 
in July, 1926.^ These advances were finally repaid in 
1928 partly out of a new long-term loan floated by the 
Government and partly out of the profit resulting from 
the revaluation of the gold and exchange holdings of the 
Bank based on one-fifth of the former ^old parity of the 
franc. Under a convention concluded in the same year, 
however, the Bank agreed to grant the Government a 
loan of 3,000,000,000 francs without interest in addi- 
tion to the old permanent loan of 200,000,000 francs 
referred to abovet. The Bank also agreed to take non- 
interest-bearing negotiable bonds of the Autonomous 
■Sinking Fund (Caisse Autonome d’Amortissement) to 
the amount of 5,930,000,000 francs in the place of the 
Treasury notes which the Bank held and which repre- 
, sented advances during the War against Russian Govern- 
ment bonds as collateral. The effect of these measures 
was to liberate the Bank from the political servitude to 
which it had been subject for 14 years, and to restore its 
former independence: 

During the period 1 93 1—5, however, a further series of 

^ As the counterpart of the increase in adranccs to the State the note cir- 
culation of the Bank of France rose from e,ooo, 000,000 francs in July, 1914, 
to yd, 000, 000,000 in July, 19:6, and its deposits from 1,000,000,000 to 
4,000,000,000 francs respectively. 
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budget deficits ckused heavy borrowing by the Govern- 
ment in the form of Treasury notes with currencies 
ranging from three to 24 months, owing to the difficulty 
of floating long-term loans on favourable terms. By the 
beginning of 1935 banks and other institutions had 
so many Treasury notes in their portfolios that they were 
unwilling to buy more, since under prevailing practice 
the Bank of France rediscounted these notes only when 
they had a maturity of less than three months. In this 
emergency the Treasury approached the Bank with a view 
to its rediscounting, or accepting as collateral for advances, 
Treasury notes and National Defence notes with maturi- 
ties exceeding three months. The Bank at first declined 
to do so on the grounds, firstly, that Government borrow- 
ing from the Bank over and above the permanent loan 
of 3,200,000,000 francs was forbidden under the conven- 
tion of 1928, and secondly, that the rediscounting of 
Treasury paper under such conditions would be tanta- 
mount to an indirect loan to the Treasury and would be 
strongly conducive to inflation. With a change of 
Governor the Bank ultimately submitted, but on the 
condition that advances on the security of such Treasury 
obligations be published as a separate item in the weekly 
report of the Bank, “so that the public might be informed 
if the amount rose too rapidly anS became a threat of 
inflation”.^ 

The accentuation of the financial emergency in France 
by the continued flight of capital caused the Government 
to exert further pressure on the Bank, which then 
discounted Treasury bills on a considerable scale and 
grouped them together with commercial bills for more 
than a year. Under a convention of June, 1936, 
these indirect borrowings from the Bank amounting 
at the time to 13,800,000,000 francs were consoli- 
dated and regularised as provisional non-interest-bearing 
advances to the State, and provision was made for 
additional borrowing facilities of 10,000,000,000 francs.® 

^ M. Myers- Paris as a Fissastcial Centre, pp. 16-17. 

' = Monetary Review 1937-38 (League of Nations), p. 83. 
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In 1937 another convention was concluded between the 
Bank and the State, providing for further facilities up to 

15.000. 000.000 francs; and in the middle of 1938 the 
limit of the Government’s borrowings from the Bank 
was raised by another 10,000,000,000 francs. These 
provisional advances had reached a total of over 

50.000. 000.000 francs in November, 1938, when a 
further convention was concluded between the Bank 
and the State, under which the profit resulting from 
the revaluation of the Bank’s gold holdings at 1 70 francs 
to the £, was allocated towards part repayment of the 
provisional advances and the permanent State debt to the 
Bank was raised from 3,200,000,000 to 10,000,000,000 ■ 
francs. 

Margaret Myers ^ has said of the Bank of France that 

the history of the relationship between Bank and Government 
resolves itself into a series of struggles in whicli the Bank has 
striven to maintain its independence and the Government has 
tried to bend the Bank to its own interests, 

and that 

between crises the Bank has been more successful tlian most cen- 
tral banks in maintaining its independence, and in keeping itself 
free from the political manoeuvres into which successive Govern- 
ments have tried to draw' it. 

In general, however, the experience of the Bank of France 
has shown clearly the dangers and disadvantages to a 
country emanating from a tendency towards undue 
Government pressure on the central bank in times of 
financial strain. 

In Germany the Reichsbank was also called upon to 
take an important part in the financing of the War and 
post-War requirements of the Government. The pro- 
cedure adopted was that of discounting by the Reichsbank 
of three-months’ Treasury bills or Treasury certificate 
in anticipation of public loans to be floated every six 
months. During the first two years of the War the 
proceeds of such loans were sufficient to repay the 
> Op. dt., p. 4S* 
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Treasury bills discounted by the Reichsbank, but there- 
after there was a progressive increase in the excess of 
Treasury bills outstanding over loans issued. At the 
end of 1 9 1 8 the floating debt of the German Government 
amounted to 55,200,000,00x5 marks, a large part of 
which consisted of bills discounted directly by the 
Reichsbank. The counterpart of this inflationary method 
of finance was an increase in the note circulation of 
the Reichsbank from 1,958,000,000 marks in 1913 to 

22.200.000. 000 marks at the end of 1918. Under the 
difficult conditions and heavy burdens with which the 
Government and the Reichsbank were faced during 
the post-War period, the process of inflation through 
the discounting of Treasury bills and the issue of notes 
by the Reichsbank was accelerated until they reached 
astronomical proportions towards the end of 1 92 3 The 
resultant depreciation and collapse of the mark was 
followed by the establishment of the Rentenbank and the 
stabilisation of the mark on the basis of i rentenmark 
(or goldmark) for 1,000,000,000,000 paper marks. The 
Rentenbank was ordered to grant the Government 
a credit of 1,200,000,000 rentenmarks, of which 

300.000. 000 rentenmarks were to be used for the repay- 

ment of the Treasury bills held by^ the Reichsbank, and 
no further Treasury bills were to he discounted with the 
Reichsbank. • 

The Reichsbank was reconstituted in 1 924 with the aid 
of the Dawes loan and made independent of the Govern- 
ment. Under the new law its powers of granting 
accommodation to the Government were narrowly 
defined. It was authorised to make advances to the 
Government to a masdmum of 100,000,000 reichsmarks, 
but at the end of each year (altered in 1930 to 15 July) 
the Government was to be free of direct debt to the 
Reichsbank. To the Post Office and the Railways the 

1 Treasury bills outstanding amounted to 191,580,465,422 milliard marks 
m the middle of November, 1923, and Reichsbank notes in circulation to 
49fi>S°7i42S»ooo milliard marks in December, 1923. (Parchmann: Die Reicis- 
bani, pp. 27-39.) 



The Central Bank as the 

Reichsbank could also grant short-term credits up to a 
maximum of 200,000,000 reichsmarks. Finally, the 
Reichsbank was empowered to discount Treasury bills 
for third parties up to a maximun of 400,000,000 
reichsmarks. 

With the financial stringency in Germany resulting 
from the large withdrawal of foreign balances in 1931 
and the difficulty of obtaining and renewing foreign 
credits, and with an intensive Government programme 
of relief and reconstruction since 1933, the Reichsbank 
was again called upon to place its credit at the disposal 
of German economy, but rather in the form of redis- 
counts ^ to the commercial banks and other credit or 
financial institutions than direct accommodation to the 
■Government. This is reflected in the increase in the 
discounts and advances of the Reichsbank from 

2.537.000. 000 reichsmarks at the end of 1930 to 

6.192.000. 000 reichsmarks at the end of 1937. At the 
latter date the Bank’s holding of Treasury paper 
amounted only to 1 18,600,000 reichsmarks, and that was 
by far the largest amount outstanding during the whole 
of that year. 

Relations between State and New Central Banks. As a 
result of the unfortonate, sometimes disastrous, ex- 
periences which central bante had with Government paper 
during the War and post-War periods, the large number 
of central banks which were newly established or re- 
organised after the War had their powers of granting 
accommodation to the State or buying Government 
securities severely restricted. 

The central banks of Chile and Colombia, for example, 
were prohibited from buying, discounting, or malang 

^ For a number of years the German Government met a large part of its 
requirements by issuing special bills (Sonderwechsel) to its contractoiSj and 
bills enjoyed unrestricted facilities for ducount.at the Keichsbankj which 
was, in fact, called upon to rediscount large amounts of such bills. In March, 
193S, however, the Reichsbank announced that the issue of Sonderwechsel 
would be discontinued and that all State eaqienditure not covered by tax revenue 
would be by loans issued at regular intervals in the open market- 

{Monetary "Reineui pp- 55-7O 
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advances against Government and Municipal obligations 
to a total amount in excess of 30 p,er cent, of their paid-up 
capital and surplus, and also from granting floating 
credits or allowing overdrafts. The South African 
Reserve Bank was allowed only to buy Government 
securities and Treasury bills, and to rediscount Treasury 
bills, of not more than six months’ currency, and to invest 
sums not exceeding capital and reserve in Government 
securities of not more than two years’ currency. The 
Reserve Bank of Peru was authorised to acquire Govern- 
ment securities and Treasury bills only if oflFered by 
banks as collateral for their promissory notes to be dis- 
counted by the Bank, subject to a maximum currency of 
90 days for the promissory notes and subject also to a 
maximum advance of 90 per cent, of the market value of 
Government securities; and it was prohibited from 
granting loans on current account. 

The National Bank of Czechoslovakia was not allowed 
to grant direc-tly or indirectly any credit to the State, or 
to acquire State bonds for its own account, except that 
one-half of the reserve fund was to be invested in State 
bonds of the Republic, but it' was authorised to make 
advances against Government securities for a period not 
exceeding three months. The National Banks of Austria 
and Hungary were prohibited froni entering into business 
relations with the State which involved the granting of 
loans or credits to the State, but they were allowed to make 
advances against Government securities for not more 
than three months and to discoimt three months’ bills 
drawn by State Commercial undertakings provided they 
are managed as independent enterprises with separate 
accounts. The powers of the reorganised Reichsbank 
were, as stated previously, also narrowly defined. 

. Under the stress, however, of the world-wide depres- 
sion which set in towards the end of 1929 and was 
aggravated by the financial crisis in Europe in 1 93 1 , many 
of these central banks became the victims of Government 
pressure. Not only were their powers of granting 
accommodation to the State increased or the restrictions 
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thereon suspended, but they were virtually obliged to 
provide the financial facilities demanded by the State. 

In Chile and Colombia the maximum holdings of 
Government paper by the central banks were at first 
raised in 1931 from 30 per cent, of their paid-up capital 
and surplus to 45 per cent, in the latter country and 80 
per cent, in the former, but shortly afterwards these limits 
were suspended and the central banks were then author- 
ised by legislation from time to time to make specific 
advances to the State. The same procedure was adopted 
in the case of the related central banks of Peru, Ecuador 
and Bolivia. As a result of this legislative authority 
combined with Government pressure, the central banks 
of South America were faced with a considerable increase 
in their holdings of Government paper. 

The new or reorganised central banks of Europe have 
undergone a similar experience. Budget deficits and 
assistance to failing banks and depressed industries have 
forced the State to bring pressure to bear on the central 
bank, as in Austria, Hungary, Poland, Bulgaria and 
Greece, for accommodation in one way or another. The 
result has been that State debt again figures prominently 
in the balance sheets of these banks. 

The powers of the South African Reserve Bank were 
extended in 1930 with a view to authorising it to invest 
a sum not exceeding its paid-up capital and reserve in 
Union Government securities of any currency, instead of 
being limited to two years’ currency, and to make 
advances for not more than three months against C^vem- 
ment securities and Treasury bills of any currency instead 
of being restricted to six months’ currency. This was 
done, however, because of the great scarcity of Union 
Government securities of short currency. All the oAer 
restrictions regarding Government paper have remained 
in force. 

With regard to the new central banks which have been 
established since 1932, such as those of New Zealand, 
Salvador, India, Canada and Argentina, varying degrees 
of restriction have been imposed. 
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The Bank of Canada has been authorised to make 
advances to the Government subject to a maximum of 
one-third of the estimated revenue for the fiscal year and 
subject also to such. advances being repaid before the end 
of the first quarter after the end of the fiscal year. More- 
over, it can buy or rediscount short-term Government or 
Provincial securities having a maturity not exceeding 
two years, but it may not hold Government or Prorincial 
securities of a maturity of more than two years in excess 
of one-half of its outstanding note and deposit liabilities, 
nor may it hold such securities with a maturity of more 
than lo years in excess of five times the amount of its 
paid-up capital and surplus. 

The central banks of Argentina and Salvador may make 
advances to the State subject to a maximum of lo per cent, 
of the estimated revenue for the fiscal year in the former 
case, and lo per cent, of the estimated customs revenue 
in the latter. With regard to Government securities, 
the Central Bank of Argentina may buy Government 
securities subject to certain limits, but that of Salvador is 
prohibited from holding Government securities as invest- 
ments. 

The Reserve Bank of India has not been restricted in 
the amount of the advances which it may make to the 
Government, but they must be repaid within three months 
from the date of the making of the advance. Moreover, 
it may buy Government securities of any currency pro- 
vided that the amount of such securities held at any time 
in its Banking Department shall not exceed the aggregate 
amount of the share capital of the Bank, the reserve fund 
and three-fifths of the deposit liabilities of the Banking 
Department, and provided further that the securities 
maturing after one year or after lo years shall not exceed 
certain limits. 

The restrictions which were imposed on the Reserve 
Bank of New Zealand under the Act of 1934 were 
considerably reduced in 1936 and 1937. It was 
authorised to grant advances to the State up to the full 
amount of the estimated revenue for the fiscal year and 
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to buy or advance against Government securities and 
securities guaranteed by tbe Govemmentj of any amount 
and any maturityj and ^so to buy or rediscount Treasury 
bills maturing within three months. iNIoreover, it was 
empowered to grant accommodation to the Government, 
by way of overdraft, for the purpose of finandng the 
purchase and marketing of any New Zealand produce 
under the Primary Products Marketing Act; and it was 
also given the power to underwrite Government loans. 

Condusiom. In reriewing the financial relations between 
the State and the central bank during the past hundred 
years, one observes a series of trends towards alternate 
increases and decreases in the degree of Government 
pressure and reliance on the central bank for direct and 
indirect accommodation. During the nineteenth centurv 
there were various examples of undue Government 
pressure on banks of issue until about the ’seventies and 
’eighties, when, coinciding with the gradual extension of 
the gold standard all over the worl^ there developed a 
strong tendency towards the adoption of a conservative 
financial policy by the State and the granting of greater 
independence to the central bank. This condition pre- 
vailed until 1914, when xrith the waging of war and the 
suspension of the gold standard central banking traditions 
were abandoned and central banks were reduced to sub- 
servience to the needs of the State. 

During the period 1923— S, however, coinciding with 
the gradual restoration of Ae international gold standard. 
State debts to the central banks were reduced and con- 
solidated and ^e majority of central banks were liberated 
from the domination of the State. Moreover, the many 
new central banks which were established at this time 
were restricted by legislation in their advances to the 
State and in their' holdings of Government paper gener- 
ally. The reverse process commenced in 3930 and 
aggravated by the financial crisis in Central Europe in 
the middle o'f 1931, followed by the suspension of the 
gold standard in Great Britrin and, subsequently, in 
practically the remainder of the world. Government 
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pressure was again applied to central banks for accom- 
modation, and a perusal of the balance sheets of many 
central banks reveals the existence not only of direct 
State debts, but also of large holdings of Government 
securities and^ Treasury bills as investments and collateral 
for advances. 

It appears to be no mere coincidence that the degree of 
Government pressure and reliance on the central bank 
has varied with the maintenance or suspension of the 
gold standard. It Is virtually an axiom that the gold 
standard automatically imposes a large measure of dis- 
cipline on the economic life of a nation and demands the 
liberation of the central bank from political expediency. 
During periods of suspension of the gold standard the 
State is not subject to the same necessity of exerting itself 
to make ends meet. The State is then subject to the 
temptation of resorting to the central bank as a ready 
and convenient means of obtaining almost unlimited 
credit, which would enable the State to take the line of 
least resistance. Thus, the central bank, which, through 
the centralisation of the note issue and reserves, can be a 
powerful instrument for good, may for the same reasons 
be converted into a powerM instrument for evil. History 
is full of examples of inflation and currency depreciation 
resulting from credit creation on b&half of the State. In 
fact, experience has shown that heavy Government borrow- 
- ing, either directly from the central bank or indirectly 
through rediscounts, is the easiest means, and sometimes 
the only means, of bringing about substantial inflation. 
In this respect, therefore, it is also not just a coincidence 
that the degree of expansion of central bank credit for 
Government purposes has had some relationship with 
the extent of currency depredation. 

It is to be hoped that, as has happened in the past, the 
process will soon be reversed again in the direction of 
less Government pressure and dependence on the central 
. bank. In this connection it is gratifying to note that, 
of the five new central banks established in Argentina, 
Salvador, India, Canada and New Zealand, only the last- 
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named was free from substantial restrictions on the 
making of advances to the State or the holding of Govern- 
ment paper generally. It is likewise gratifying to 
observe that, with the exception of the Reserve Bank of 
New Zealand and the Bank of Canada, statutory provision 
has been made in the other cases for a large measure of 
independence. This is important as history has demon- 
strated on various occasions the need for political 
independence on the part of the central bank in order 
that it may be in a position to offer strong resistance to 
unsound demands of the State. 

In the interests of both parties the relationship between 
the central bank and the Government should, as far as 
possible, be on an ordinary business basis, as between a 
banker and his principal client who is entitled to special 
consideration at least bj^ virtue of the importance of his 
position and the magnitude of his transactions. The 
Government may always consult the central bank on the 
best ways and means of meeting its short-term and long-, 
term loan requirements and may approach the central 
bank as its banker for direct or indirect accommodation 
if at any time it experiences great difficulty in satisfying 
its requirements from the usual outside sources. The 
central bank, however, while it should always be prepared 
to give sympathetic consideration to the requests and 
needs of the Government, should be placed, by law or 
tradition, in a position where it considers itself free to 
treat all requests and representations of the Government 
on their merits and from the standpoint of the national 
economic interest. 

It is important that the true relative position between 
the Government and the central bank in matters of 
monetary policy should be fully accepted by both parties. 
The Government should be recognised as the ultimate 
authority responsible for laying down the monetary 
policy and monetary standard of its country, and the 
central bank as the party responsible for carrying out the 
monetary policy and msuntaining the monetary standard, 
with the added responsibility of seeking to safeguard the 
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national economic welfare to the best of its ability. In 
view of these responsibilities the central bank should not 
only be consulted by the Government in the formulation 
of the monetary policy, but should also be given a 
relatively free hand and assisted wherever possible by the 
Government in carrying out such monetary policy. On 
the other hand, the central bank should not be unmindful 
of the difficult and extenuating circumstances in which 
the Government is placed in times of prolonged war and 
acute economic depression. 

In short, the Government and the central bank have 
mutual interests and complementary duties and respon- 
sibilities. The Government, as representing the nation, 
should have the support, respect, sympathy and advice of 
the central bank, and the latter, as the centre of the 
nation’s monetary and banking system, is entitled to the 
same from the Government. No party should resort to 
exerting undue pressure or making undue claims on the 
other. Both are organised for the purpose of serving the 
public interest in their individual capacities, and while 
the maximum good can only be achieved through their 
full co-operation and mutual consideration for one 
another’s duties and responsibilities, nothing but evil can 
result from the lack of such co-operation and con- 
sideration. ' 

Government Banking Accounts. In keeping the banking 
accounts of Government ^ departments and enterprises, 
the central bank performs tike same functions as the 
commercial bank ordinarily performs for its customers. 
It credits their accounts with all moneys deposited ® 
whether in the form of cash, cheques or dr^ts, and debits 
their accounts with all amounts drawn in cash for salaries 
and wages and other- cash disbursements and with the 

^ In many countries the central bank keeps the accounts not only of the 
Central or Federal Government, but also of the Provinces or States. 

“ In the United States the Federal Treasury has continued to hold a sub- 
stantial amount of actual cash and also to keep some of its deposite with com- 
mercial banks, whether arising out of the proceeds of issues of Government 
securities or out of deposits of current receipts in places distent from Reserve 
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amounts of cheques or drafts drawn by them on it and 
presented for payment. The control over the Govern- 
ment accounts is usually centralised in the Treasury, except 
in the case of State commercial enterprises or boards 
which are managed independently of the Treasury and 
which, therefore, make their own arrangements with the 
central bank. 

Owing to the magnitude of the Government’s financial 
operations the keeping of the Government banking 
accounts obviously entails an enormous amount of 
clerical work and expense. In the case of many central 
banks the State has provided for remuneration either 
directly in the form of a specific payment to the central 
bank based on the turnover of the accounts or an agreed 
annual amount, or indirectly through an arrangement 
whereby the Government has to maintain a minimum 
credit balance in its accounts with the central bank, even 
if it has to borrow from the latter at times in order to 
maintain the requisite balance. In other cases, however, 
the central bank has under its charter or statute, or under 
a private agreement with the Government, to keep the 
Government accounts free of charge; and as in the case of 
permanent loans to the State this obligation on the part 
of the central bank is usually associated with its enjoyment 
of the monopoly of note issue and any other privileges 
which may have been conferred by legislation. 

Central banks everywhere operate as bankers to the 
State, not only because it may be more convenient and 
economical to the State, but also because of the intimate 
connection between public finance and monetarj’^ affairs. 
The State is the largest receiver of revenue and the 
biggest disburser of expenditure in any countr}% while 
the central bank is charged with the duty and respon- 
sibility of controlling or adjusting credit in the national 
economic interest. As the manifold financial activities 
of the State can easily interfere with money-market con- 
ditions and exchange rates and with the credit policy of 
the central bank, the banking operations of Ae State^ can 
best be centralised in the central bank. In its combined 
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roles as banker, agent and adviser to the State, the 
central bank is then placed in a better position to avoid 
or counteract disturbances to the money market caused 
by large credit balances in Government accounts or 
heavy quarterly and half-yearly drawings by_ the Govern- 
ment in payment of interest, debt redemption, pensions 
and other items. 

Another banking service rendered by the central bank 
is that of providing foreign exchange to meet the national 
debt serince or the purchases of Government stores in 
other countries, and purchasing foreign exchange where 
the State has raised loans in other countries. In many 
debtor countries the State requires large amounts of 
foreign exchange to meet interest and other charges 
abroad, and as the exchange position of such countries is 
very delicate at times, the central bank must know before- 
hand what the exchange commitments of the State are. 
It has to acquire the requisite foreign exchange by pur- 
chase in the open market or by agreement with the 
commercial banks or the principd export industries, or 
by a combination of these methods; and at the same time 
it has to exercise some form of control over the exchange 
rates as it is responsible for the maintenance of the 
monetary standard adopted by the State. 

Government's Agent and Adviser, * In general it may be 
said that the older central banks are required to perform 
a greater number and variety of services as agents and 
advisers to the State than in the case of the newer central 
banks. The main reason for this seems to be that, owing 
to the late appearance of the latter, the State Treasuries 
of the countries concerned were already well developed 
and organised for the cariying out of such duties. The 
trend has, however, been in the direction of passing some 
of these duties to the central bank from time to time. 
The Reserve Bank of New Zealand and the Bank of 
Canada, for example, were entrusted with the management 
of the national debt in 1936. 

With the older central banks the process of under- 
taking various financial sendees for the State was also a 
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gradual one. The Bank of England, for example, first 
took over from the Exchequer the duty of receiving 
subscriptions for Government loans in 1718. Then it 
undertook in 1751 the service of papng interest on the 
national debt. In due course it assumed all the duties 
connected with the administration and management of 
the national debt, including the floating debt. It under- 
takes the payment to stockholders of interest on the 
national debt; the keeping of transfer registers in respect 
of Government stocks; the receipt of subscriptions for 
Government loans and the making of all other arrange- 
ments in connection with the flotation, conversion or 
redemption of Government loans; the issue and redemp- ' 
tion of Treasurj’ bills; and the gi-vnng of advice and 
information regarding the state and trend of the money 
and capital markets, the terms and other conditions on 
which new Government loans could be issued or old 
loans converted, etc. 

As regards remuneration for these services, which was 
laid down by Act of Parliament, the Bank of England was 
first paid at the rate of lor. per million pounds of 
debt per annum. This was reduced in 1786 to ,^ 45 ° 
per million, and in 1 808 to jC340 per million on the first 
600 millions and ,^300 per million on the excess. By 
1892 it had been reduced to P®^ million on the 

first 500 millions, and ,^100 per million on the excess. 
In this connection, however, it must be mentioned that 
in 1833 provision was made for the Bank to deduct the 
annud sum of ,^1 20,000 from the amount payable by the 
Government for the management of the debt in considera- 
tion of the privileges conferred by legislation. In 1 844 
the amount to be deducted was increased to ,^1 80,000 per 
annum because the Bank obtained a further privilege in 
the exemption from the stamp duty on notes. By 1914 
the payment for the privileges amounted to about 
,^200,000 per annum. Since 1928 the Bank has to pay 
the whole of the profits of the Issue Department to the 
Government. 

The Bank was also paid a commission on the issue. 
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circulation and redemption of Treasury bills at the rate 
of 1 00 per million pounds of bills in existence on the 
I St December in each year, increased to {p.00 per million 
in 1892 ^ 

While the position of the Bank of England as agent 
served as a basis for the relationship between the central 
bank and the Treasury m other countries, it was not 
closely followed everywhere In France, for example, 
the central bank was at first entrusted with the payment 
of interest on the national debt and the management of 
the business connected with its redemption, for which 
It was paid a commission of per cent This was 
subsequently reduced and converted into a fixed payment, 
but even then it was considered too high by the Govern- 
ment, and as a mutually satisfactory arrangement could 
not be reached, the management of the national debt was 
finally restored to the Government In 1897 it was 
proposed by the Government to hand it over to the Bank 
of France once more, but without payment This was 
not acceptable to the Bank, and the Treasury decided to 
retain the administration of the debt It was arranged, 
however, that the Bank should cash gratuitously for the 
benefit of the Treasury the bearer coupons of the French 
rentes and Treasury bills, and also that the Bank should 
gratuitously help in the issue of Treasury bills ® The 
Bank has also assisted the Treasury with* the issue of big 
loans on various occasions, such as during the War 

Like the Bank of England the Federal Reserve Banks 
of the United States perform numerous services as agents 
and advisers to the Treasury and Government institutions 
generally They have taken over from the Treasury all 
the work connected with the distribution of its securities, 
whether bonds, Treasury notes or Treasury bills, they 
receive subscriptions for new issues and deliver the 
securities to subscribers, they undertake the exchange or 
transfer of registered and coupon securities, they cash 

i Hutory of Bank of England (Second Ediuon), pp 398-401, 

and Gilbart, Vol I, pp 36, 44, 51, 79 and 91 

® Andr^ad^, op cit , p 400 
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interest coupons and pay off maturing obligations; they 
buy and sell securities in the market for various Trksury 
accounts ; they hold in safekeeping for the Treasury large 
amounts of securities including amounts unissued; they 
act as agents for the Reconstruction Finance Corpora- 
tion, Home Owners* Loan Corporation, and other similar 
Government agencies. Moreover, before an issue of 
Government securities is made, its terms are discussed 
with the officers of the Federal Reserve Banks, who 
maintain contacts with the dealers, the banks, and other 
buyers of Government securities in order to interpret 
changes in market conditions to the Treasury.^ 

Burgess states that the number of employees in all the 
Federal Reserve Banks engaged in handling the banking 
and agency transactions for the United States Govern- 
ment IS about 2,400, and the annual expense probably 
over ? 5,000,000. Prior to 1 92 1 they were reimbursed by 
the Treasury for most of this expenditure, but since that 
time they have been reimbxxrsed only for certain specified 
expenditures in connection with new security issues, the 
Reconstruction Finance Corporation, and other agencies; 
and about half the work done for the Treasury is done 
without charge. The Treasury has, however, maintained 
a credit balance with the Federal Reserve Banks of about 
$80,000,000.® 

Exchange Clearing Agreements and Stabilisation Funds. 
In recent years, with the introduction of exchange clearing 
agreements between certain countries and exchange 
stabilisation or equalisation funds, the central banks of 
the countries concerned have also operated as agents for 
the State in the administration of these agreements and 
funds, keeping separate banking accounts for these 
purposes and carrying out all the transactions in gold, 
foreign exchange and Treasury bills connected therewith. 

1 Burgess; Reserve Banks and the Monty Market, Revised Edition (Harper), 
pp. 106-8. 

* Ibid., p. 109. 



CHAPTER IV 


THE CENTRAL BANK AS THE CUSTODIAN 
OF THE CASH RESERVES OF THE 
COMMERCIAL BANKS 

The central bank has become the custodian of the cash 
reserves of commercial banks by a process of evolution 
which was closely associated with its functions as bank 
of issue and banker to the Government 

It was, for example, through the medium of the bank- 
ing transactions of the Government and the partial 
monopoly of the note issue enjoyed by the Bank of 
England, that the private banks of eighteenth-century 
England were brought mto close contact with the Bank 
of England It soon became clear to these banks that 
there was an advantage m keeping an account with the 
Bank of England, particularly as it was the principal bank 
of issue, le the bank whose notes 9ommanded the 
greatest confidence and the widest circulation in the 
country The tendency to keep larger and larger 
balances with the Bank grew as time went on, until by 
the end of the eighteenth century the stage was reached 
when the other banks did not keep in their own tills 
much more currency than was required for their day-to- 
day needs After 1826, when the establishment of other 
joint-stock banks was authonsed by law and many such 
banks were opened all over England, the traditional 
practice of maintaining balances with the Bank of 
England was also adopted by the new banks In this 
way the Bank of England came to be generally accepted 
as the custodian of the cash reserves of the commeraal 
banks 
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This practice also developed in other countries where 
one bank had become the sole or principal bank of issue 
and the Government’s banker. In the case of the older 
countries, the commercial banks voluntarily kept a part 
of their cash reserves with the central bank, as there was 
no law compelling them to do so. 

With the establishment of the Federal Reserve Banks 
in the United States a new principle regarding bank 
reserves was introduced into central banking, namely, a 
statutory provision that member banks had to maintain 
with the Reserve Banks certain minimum cash reserves 
against their deposit liabilities. This feature of the 
Federal Reserve Banks was incorporated, in one form or 
another, in the statutes of seveii of the central banks 
which were subsequently established in South and Central 
America, South Africa, New Zealand, India, etc. 

Significance of Centralised Cash Reserves. The central- 
isation of cash reserves in the central bank, whether laid 
down by law or governed by tradition, is an important 
factor in the monetary and banking situation of a country. 
Its significance lies in the fact that centralised cash 
reserves can form the basis of a much larger and more 
elastic credit structure than the same amount scattered 
among the commerci?.! banks. The underlying principle 
is that, when bank reserves are pooled in one unit instead 
of being spread" over many units and their use is safe- 
guarded by reasonable and elastic restrictions, such 
reserves may be put to work to the fullest extent possible 
during periods of seasonal strain and in emergencies in 
the interests of banking and business as a whole. In 
short, in the hands of the central bank the reserves can be 
mobilised and utilised more efficiently. 

That centralisation is strongly conducive to economy 
in rasVi reserves is demonstrated by the fact that, in 
practically every country in which a central bank has been 
set up in modern times, the commercial banks have found 
it possible to reduce their cash reserves if necessa^ 
without loss of liquidity or security. For example, in 
the United States the commercial banks reduced the 
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ratio of their cash reserves to their liabilities to the public 
from 13 5 per cent m 1913 to 9 4 in 1926 and 9 3 m 
1929, and in the Union of South Africa from 19 per 
cent at the end of 1913 to 17 at the end of 1926 (five 
and a half years after the mception of the central bank), 

14 I per cent at the end of 1928 and 1 1 6 in the middle 
of 1931 ^ 

It is, of course, in conjunction with rediscounting by 
the central bank that centralisation of cash reserves 
promotes economy in their use In the absence of a 
central bank each of the commercial banks would have 
to carry sufficient cash reserves to meet any period of 
seasonal strain or emergency, whereas with a central 
bank to turn to at such times a substantially smaller cash 
reserve is needed The commercial banks can then 
either conduct a larger volume of business with the 
same cash reserve or the same business with a smaller 
reserve 

Referring to “the shift of required reserves from the 
vaults of member banks to the vaults of the Federal 
Reserve Banks”, Burgess ® pointed out that it “was not 
simply a change in physical location”, but that it “made 
a change in the character and effectiveness of the reserves 
and enabled them to serve more adequately their original 
purposes” He also emphasised tfiat there are two kinds 
of emergencies to be met In the one* case, when only 
a few banks need additional funds, the reserves “can be 
shifted to the point where the need is greatest at any 
time”, while in the other, when the need for funds is 
general, the centralised reserves can be used to increase 
the total amount of funds available 

As already mentioned, in most of the countries of the 
Old World the keeping of reserves with the central bank 

15 left to the discretion of the commercial banks, and the 
amount or percentage is, of course, governed largely by 

^ In recent yeais, however, both m the United States and the Union of 
South Africa, a series of favouraUe balances of payments on current and 
capital accounts have brought about a superfluity of cash reserves 

* Reserve Banks and the Money Market, Revised Edition (Harper), pp 26-7 
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tradition. It appears to have been the absence of a 
similar tradition and the urgency of a strong central 
banking structure which were mainly responsible for the 
imposition, in some countries, of statutory requirements 
regarding the minimum cash reserves to be kept with 
the central bank. There is reason to believe that central 
banks generally regard such statutory requirements as 
being of great advantage to the central bank in the per- 
formance of its customary functions. The central bank 
is then at least assured of a minimum amount of funds with 
which it can operate. Where, however, the tradition is 
voluntarily observed, it naturally acts as a deterrent to 
the introduction of a legal minimum. 

Statutory Centralisation of Cash Reserves in Central Bank, 
As previously stated, the Federal Reserve Act of the 
United States in 1913 introduced a new principle 
regarding cash reserves, namely, that commercial banks 
should be required by law to maintain minimum cash 
reserves with the central bank. 

Under the ori^nal Federal Reserve Act the member 
banks were required to hold minimum cash reserves 
amounting to 5 per cent, of their time deposits and 12, 
15 or 18 per cent, of their demand deposits ^ depending 
upon whether they were country banks, reserve city banks 
or central reserve city banks ® respectively. Of these 
reserves they had to hold certain minimum proportions 
in the Federal Reserve Bank of their particular district 
and in their own vaults, and the balance either in the 
former or the latter or both. In 1917 an important 
alteration was made as a result of the experience gained 
during the first three years of operation. Instead of 
distinguishing between the minimum reserves to be kept 
with the Reserve Bank and those in their own vaults, the 


1 The distinction made between time and demand deposits was to the effect 
that the former were deposits subject to notice of withdrawal within not less 
than 30 days, and the latter in less than 30 days. 

® Under the original Act protnsion was made for three central reserve 
but these were subsequently reduced to two (New York ^d Chicago); the 
reserve city banks were located in the other important business centres (over 
50); and the country banks comprised those in the remaining areas. 



Cash Reserves of the Commercial Banks 73 

law laid down merely the minimum reserves ^ which the 
member banks should keep with their Reserve Bank and 
which were fixed at 3 per cent, of their time deposits 
and 7, 10 or 13 per cent, of their demand deposits 
depending upon whether they were country, reserve city 
or central reserve city banks. As to the remainder of 
their cash reserves, member banks were left entirely to 
their own discretion as to what amount of till money they 
should keep on hand for their day-to-day operations and 
as to where they should keep any surplus cash reserves 
which they might have at any time. 

When the establishment of the South African Reserve 
Bank was under consideration in 1920, it was decided to 
incorporate this feature of the Federal Reserve Act and 
to require the commercial banks to keep with the Reserve 
Bank minimum cash reserves amounting to 3 per cent, 
of their time liabilities in South Africa and 13 per cent, 
of their demand Abilities (reduced to 10 per cent, 
in 1923). This feature was also adopted in the case of 
several other new central banks. 

In New Zealand, for example, the commercial banks are 
required to maintain balances in the Reserve Bank 
amounting to not less than 3 per cent, of their time 
liabilities and 7 per cent, of their demand liabilities in 
New Zealand. In India the mihimum reserves to be 
kept with the Reserve Bank by the “scheduled” banks 
are fixed at 2 per cent, of time liabilities and 5 per cent, 
of demand liabilities, but contrary to the practice in the 
United States, South Africa and New Zealand demand 
liabilities in India are interpreted as liabilities to be met on 
demand, i.e. within 24 hours, instead of within 30 days. 
In Argentina the banks have to maintain total cash 
reserves equal to not less than 8 per cent, of their time 
deposits and 16 per cent, of their demand deposits, and 
of these minimum reserves two-thirds have to be held 

^ The -way in which it was provided for by law was to prescribe the mini- 
mum reserve percenUges which the member banks had to tnain tain against 
their time and demand deposits and to stipulate that only their balances with 
the Federal Reserve Banks could be count^ as legal leserres. ■ 
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■with the Central Bank, i e they have to keep with the 
Central Bank minimum balances amounting to 5^ per 
cent of their time deposits and ro] per cent of their 
demand deposits 

In a number of other countries minimum cash reserve 
ratios have also been imposed by law on the commercial 
banks either m respect of their demand liabilities only, 
as in Denmark, Mexico, Portugal and Roumania, or in 
respect of both their time and demand liabilities, as in 
Bolivia, Canada, Chile, Colombia, Ecuador, Greece and 
Switzerland, but in all these cases no provision has as 
yet been made for minimum balances to be maintained 
with the central banks In other words, while their cash 
reserves must, with few exceptions, be held in the form 
of notes, coin and balances with the central bank, no 
minimum proportion of such reserves to be kept with 
the central bank has been laid down, as in the case of 
Argentina Their general practice is, however, to keep 
a substantial proportion thereof on deposit with the 
central bank 

In Colombia the original statute of the Bank of the 
Republic in 1923 contained a provision somewhat on the 
lines of the original Federal Reserve Act, namely, that 
the balances of member banks with the Bank of the 
Republic could be counted as legal reserves only up to 
half the amount of the minimum cash reserves to be held 
by the member banks In 1931, however, it was pro- 
vided that their total balances with the Bank of the 
Republic could be included by the member banks in their 
reserve calculations, and m the Bank’s annual report for 
1930-r this amendment was referred to as ‘ a further 
most important provision of the new legislation, favour- 
ing the concentration of the country’s reserves in the 
hands of the bank of issue” The existing provisions 
relating to cash reserves m Colombia are 5 per cent of 
time deposits and 15 per cent of demand deposits for 
member banks, and 10 and 30 per cent respectively for 
non-member banks, in Chile 8 per cent for time deposits 
and 20 per cent for demand deposits, in Ecuador lo and 
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25 per cent, respectively; and in Bolivia lo and 20 per 
cent, respectively. 

In Canada it was decided to malte no distinction 
between time and demand liabilities in the matter of 
legal reserve requirements. The commercial banks are 
required to hold cash reserves equal to not less than 
5 per cent, of all their deposit liabilities within Canada, 
but they are allowed to in^ude in the cash reserves to 
be held by them not only their balances with the Bank of 
Canada, but also Bank of Canada notes held in their tills 
or vatilts. 

New Methods Investigated and Introduced in United 
States. In the meantime discussions and investi^tions 
had taken place in the United States with the object of 
establishing bank reserves “on a more logical or e&ctive 
basis than now appears to be possible under present 
laws”. At the end of 1929 a Committee of officers of 
the Federal Reserve System was appointed with this 
purpose in view. They reported that the existing system 
of legal requirements for member bank reserves had 
“not operated to relate the expansion of member bank 
credit to the needs of trade and industry, nor has it 
adequately reflected changes in the volume and activity 
of member bank credit”. They held that, although the 
law 

in requiring lower reserves against time deposits than against 
demand deposits, and lower reserves against the demand deposite 
of country banks than against the demand deposits of resen'e and 
central reserve city banks may have been expected to impose 
higher reserves on more active deposits than on less active deposits, 

in practice it did not sufficiently take into account the 
velocity of the turnover of deposits. Moreover, when- 
ev» there was a shift from demand to time deposits, the 
existing system permitted a large expansion in the total 
volume of bank credit without a corresponding increase 
in the cash reserves which member banks had to maintain 
with the Reserve Banks. According to their interpreta- 
tion, ^ 
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experience shows that since 1914 and especially since 1922 the 
proportion of primary reserves held by member banks has steadily 
declined in relation to the volume of member bank deposits and 
to their activity.^ 

To remedy these defects the Committee considered 
that an entirely new approach to the reserve problem was 
necessary. They proposed that 

the formula used in calculating reserve requirements take into 
account directly, instead of indirectly as in the existing law, the 
activity as well as the volume of the deposits held by each individual 
member bank, without regard to the location of the bank or the 
terms of withdrawal on which the deposits are technically held, 

and, therefore, that 

each member bank be required to hold a reserve equivalent to 
(a) 5 per cent, of its total net deposits, plus (i) 50 per cent, of 
the average daily withdrawals actually made from all of its deposit 
accounts.^ 

Their proposals provided for the removal of the distinc- 
tion between time and demand deposits and between 
country, reserve city and central reserve city banks, and 
for the inclusion in the legal reserves of member banks 
of their vault cash, with certain limitations. 

It was considered ,by the Committee that their pro- 
posed formula would increase the Reserve Banks’ powers 
of control over credit conditions, particularly since in a 
period of rapidly expanding activity and growing specula- 
tion the velocity or rate of turnover of deposits would 
also tend to increase considerably, and this would 
automatically increase the reserve balances which the 
member banks would be required to keep with the 
Reserve Banks under section (3) of the formula. More- 
over, under their formula a shift from demand to time 
deposits would not increase the credit-creating capacity of 
the member banks to nearly the same extent as under the 
old system. 

» Retort of the Committee on Bank Reserves of the Federal Reserve System, p. 5. 

* Ibid., p. 6. 
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In 1932 the Federal Reserve Boards expressed the 
opinion 

that the adoption of a system of reserves based on velocity of 
accounts as well as on their volume, as recommended by the 
System’s Committee on reserves, would be an important step in 
strengthening the influence that the Federal Reserve System could 
exert in the direction of sound credit conditions. 

Moreover, in referring to the Committee’s proposal in 
the course of his testimony on the Stock Exchange Bill 
in 1934, Governor Black of the Federal Reserve Bank of 
Atlanta said that 

the proposal would result in an automatic increase of reserve 
requirements when boom conditions arise and an automatic 
decrease of reserve requirements in times of depression, 
and that 

the proposal furthermore has the advantage of making the increase 
in reserves applicable not to all banks in all localities alike, but 
rather to those banks in those communities only where excessive 
speculative activity is manifesting itself. 

The Committee’s proposal was not, however, translated 
into law. Instead, while the old formula as amended in 
1917 was retained, legislation was passed authorising the 
Board of Governors of the Federal Reserve System 
(formerly Federal Reserve Board) !o change the member 
banks’ reserve requirements by regulation “in-order to 
prevent injurious credit expansion or contraction”, the 
minimum reserve percentages not to be less than those 
laid down in 1917 nor more than twice such percentages. 
This power to change the minimum reserves to be kept 
with the Reserve Banks by the member banks was 
intended as an additional means of enabling the Reserve 
Banks to control the money market and to contract or 
expand the credit-creating capacity of the member banks. 

It was brought into use for the first time in August, 
1936, when the reserve requirements were raised by one- 
half because of the fear that the big increase in the cash 
reserves of the member banks resulting from the heavy 

* Annual Report for zg32, p. 26. 
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inflow of gold might be used as a basis of injurious credit 
expansion. 

Owing to the continued inflow of gold, the Board of 
Governors decided, in the beginning of 1937, to make a 
further increase in reserve r^uirements in two stages up 
to_ the liniit allowed by legislation, namely, double the 
minimum reserves provided for in 1917 and adhered to 
till 1936; i.e. on the ist May, 1937, when the final 
increase was brought into eflFect, the reserve percentages 
stood at 14, 20 and 26 per cent, of demand deposits for 
country banks, reserve city banks and central reserve city 
banks respectively, and at 6 per cent, of time deposits. 

In April, 1938, however, as part of a monetary policy 
designed to counteract a recession in economic activity, 
the minimum reserves were reduced by 1 2^ per cent, from 
their new high level; i.e. they were reduced to 12, 17J 
and 22f per cent, respectively in the case of demand 
deposits, and from 6 to 5 per cent, of time deposits. 

Ittfiuence on Other Countries, The introduction of 
changes in reserve requirements as an additional instru- 
ment of credit control in the United States has attracted 
a great deal of attention in other countries where central 
banks have experienced difiiculty in controlling the credit 
situation and money-market conditions. 

In New Zealand legislation was passed in 1936 which 
empowered the Governor of the Reserve Bank, acting 
with the authority of the Minister of Finance, to vary 
the percentages of balances to be maintained by trading 
banks with the Reserve Bank, subject to such balances not 
being at any time less than those provided for in the 
original statute, namely, 3 per cent, of time liabilities and 
7 -per cent, of deposit liabilities. 

In Australia, where no statutory provision has yet 
been made for the holding of minimum reserve balances ^ 
with the Commonwealth Bank by the trading banks, a 

iThe Commonwealth Bank Act of 1924 prorided, however, for compul- 
sory clearing through the Commonwealth Bank by all the trading bmks, as 
a result of which the latter have to maintain with the former such balances 
as would at least be adequate for clearing purposes. 
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Commission appointed to investigate the monetary and 
banking system of Australia recommended in 1937 that 
legislation be passed empowering the Commonwealth 
Bank Board, with the consent of the Treasurer, not only 
to require the trading banks to keep for a period of six 
months deposits with the Commonwealth Bank of not. 
less than a stated percent^e of their total deposit 
liabilities in Australia, but also to vary the percentage 
within the limit fixed by the consent of the Treasurer, 
and to extend the period for a further twelve months, 
subject to this power not being exercised for more than 
18 months during any period of two years.^ 

Moreover, in Sweden le^slation was introduced in 
1937, under which the Government could for a limited 
period authorise the Riksbank, at the latter’s request, to 
require all joint-stock banks with own funds in excess of 
5,000,000 kronor to hold their legal reserve ® of 25 per 
cent, against sighc liabilities only in the form of till 
money, balances with the Riksbank, and sight claims on 
foreign banks, and to prescribe at will the 'minimum 
proportion of such legal reserve which they should keep 
with the Riksbank.® 

The fact that statutory provision for such powers, 
which had formerly been granted only to new central 
banks, was now also made in the chse of one of the oldest 
central banks, must be regarded as of great importance. 

In this connection it is also worthy of note that the 
Macmillan Committee,* in discussing the cash reserves 
which the London clearing banks should keep with the 
Bank of England and in their own tills, had stated that 
"the appropriate amount of the reserves of the member 
banks cannot now be left to their own individual self- 

* Pages aaS and 229 of Report. 

® In Streden, as in Norway and Finland, the law had prescribed for mini- 
mum liquid reserves instead of cash reserves, and the liquid reserves could 
comist of short-term paper and securities discountable at the central bank and 
sight daims on domesuc banks as well as tiU money, balances with the central 
bank and sight daims on foreign banks. 

* Monetaiy Rpuiew 1^37-38 (League of Nations), p. 99. 

* Pages ijS and 160 of Report. 
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interest but must be governed by the proper requirements 
of the system as a whole”, and that, since ‘‘there are 
substantial advantages in the traditional procedure of this 
country by which our banks are not subjected to any 
special legislation”, “it would be preferable . . . that these 
recommendations should be carried into substantial effect 
by agreement between the Bank of England and the 
banks concerned”. 

Conclusions Regarding Cash Reserves of Commercial 
Banks. It will be observed that the principle of statutory 
centralisation of cash reserves in the central bank, which 
was first introduced in the United States, has been adopted 
by several countries which have established new central 
banks. At first the factor of the increased liquidity of 
the commercial banks as a direct result of the legal 
provision for their holding minimum balances with the 
central bank was stressed in particular. In due course 
it came to be recognised generally that the increased 
liquidity of the commercial banks was derived rather from 
the rediscount facilities afforded by the central bank than 
from the fact that they were required by law to maintain 
minimum reserves with the central bank. There is, how- 
ever, a close connection between the two in the sense that 
the centralisation of cash reserves increases the scope and 
extent of the rediscount facilities which can be afforded 
by the central bank. In short, the increased liquidity of 
the commercial banks is an indirect result of the centralisa- 
tion of cash reserves, and not a direct one. 

In recent years relatively more emphasis has been placed 
on the fact that the obligation imposed on commercial 
banks to keep minimum cash reserves with the central 
bank has given the latter a minimum quantum of funds 
with which it can operate, and has not only strength- 
ened its financial position but also given it at least some 
means of control over the banking and credit situation. 

The Macmillan Committee * reported in 1931 that 
the main reason for expecdng the banks ’to keep reserves above 
the minimum needed for daily convenience is no longer primanly 
» Page 158 of Report. 
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the safety and solvency of the hanks themselves, as it was in 
former times, but the necessity for providing the Central Institu- 
tion with adequate resources wherewith to manage the monetary 
system and safely furnish the member institutions with precisely 
those conveniences, for rapidly liquidating earning assets, upon 
which foe latter depend when determining the amount of their 
cash reservesj 

and in the same year the Committee ^ on Bank Reserves 
‘ of the Federal Reserve System stated in their report that 
"it is no longer the primary function of legal reserve 
requirements to assure or preserve the liquidity of the 
individual member bank”, and that 

the t wo main functions of le^ requirements for member ban k 
r eservb under our present bankii^ structure are, first, to operate 
in foe direction of sound credit conditions by exerting an influence 
on changes in the volume of bank credit, and, secondly, to pro- 
vide foe Federal reserve banks wifo sufodent resources to enable 
them to pursue an effective banking and credit policy. 

Moreover, Gregory * drew attention to the fact that 

foe ease wifo which foe central bank can affect foe money market 
situation at any pven moment will vary (in addition to other 
environmental conditions) , , . writh foe reserve requirements 
which are imposed by law or by custom upon the other banks; 

and in discussing the dispari^ between the imposition 
of legal cash reserve minima in countries where central 
banking was relatively new and the absence of such 
minima in countries where central banking had already 
reached an advanced stage, the Midland Bank Monthly 
Review * commented that "this disparity is partly to be 
explained by the desire to place new central banks in 
possession of sufficient funds to pay their way and 
perform their controlling functions”. 

The greater measure of control which has been achieved 
by means of statutory centralisation has naturally induced 

* Page 5 of their Report. 

* Gold, Vnemplyment and Ce^oSsm, p. i68. 

» Issue of May-June, 1937. 
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various countries to explore ways and means of improvine 
and facilitating that control. This has already led to the 
adoption of a system of varying reserve requirements in 
the United States and New Zealand, and further develop- 
ments could be expected in due course. 

However, while the centralisation of cash reserves has 
given central banks the necessary funds and an instru- 
ment of credit control, it has also created a moral obliga- 
tion on their part to avoid, as far as possible, competing 
directly with commercial banks in their special fields of 
business, since otherwise the latter might have a certain 
amount of justification for saying, as some of them have 
done, that the central bank was using their own funds 
against them and could underquote them because of its 
paying no interest on their deposits. 

As against this attitude it must be pointed out that the 
power of the central bank, through holding the cash 
reserves of the commercial banks, to compete with the 
latter is not as great as is commonly believpd. The 
central bank is everywhere required to maintain a higher 
reserve ratio to its liabilities man the commercial banks 
have to do, and as competition in the form of discounts 
and advances would tend to increase its liabilities without 
automatically adding to its reserves, there are definite 
limits to its competitive powers. Furthermore, the 
increase in the central bank’s liabilities, resulting from 
such competition and the consequent creation of central 
bank credit, would in general tend to be reflected 
primarily in an increase in bankers’ deposits with the 
central bank and, to a smaller extent, in the deposits of 
its private customers, and perhaps also in its note circula- 
tion. Whichever form it takes it would represent an 
increase in potential claims against the central bank for 
gold under the gold standard, for gold^xchange under 
the gold exchange standard, for sterling under the sterling 
standard, etc. Thus, if such competition led to over- 
expansion of credit, which in turn brought about condi- 
tions causing a deterioration of the balance of trade 
position or an export of capital, the increased demand 
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for foreign exchange would reduce not only the amount of 
the central bank’s reserves but also its reserve ratio, as 
Its liabilities would not automatically show a proportional 
reduction 

In this connection it must be emphasised that under 
the existing monetary conditions the technical position of 
the commercial banks vts-a-vts the central bank in the 
matter of cash reserves has been changed Under a free 
gold specie or gold bullion standard the commercial 
banks had it within their power, ^ as a means of defending 
themselves against what they might regard as undue 
competition or an unfair attitude on the part of the central 
bank, to attack the reserve ratio of the latter by with- 
drawing their excess balances ® with it m gold With 
the gold standard suspended or abandoned they cannot 
withdraw their balances in gold 

In many countries, owing to statutory provision for 
the centralisation of gold holdings in the central bank or 
the Treasury, the commercial banks may not even hold 
gold that has come into their possession through domestic 
production or importation In the United States, where 
an element of the gold standard is present in the form of 
a fixed price for gold in dollars but where gold holdings 
are centralised in the Treasury, gold can be obtained by 
the banks for export only under certain conditions 
Moreover, in some countries the commercial banks may 
convert their balances with the central bank into foreign 
exchange, but as the exchange rates are determined by 
the central banking and Governmental authorities, the 
commercial banks run the risk of exchange losses if they 
buy exchange in excess of their current requirements 
The general and practical position under the prevailing 
monetary conditions is, therefore, that commercial banks 
can withdraw th^g* excess balances with the central bank 
only in the form of notes, and this would leave the reserve 

1 In practice, however, this power is largely a problematical one and dan 
gerous to use, if for no other reason than that it would weaken the central 
bank and the banking structure as a whole 
’ 1 e over and above the balances required for clearance purposes or for 
statutory minimum reserves 

<J 
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ratio of the central bank unaltered, ^ since its reserves as 
well as its total liabilities would not be affected, its 
dejjosit liabiliti^ reduced by the same amount by 

which its note liabilities are increased. 

In short, while the suspension of the gold standard 
renders the central bank more subservient to the State, it 
also renders the commercial banks more subservient to 
Ae central bank and, through it, to the State. This 
increased subservience to the State on the part of the 
entire banking system cannot fail to produce harmful 
results in the long run. For the attainment of positive 
results the relationship between the central bank and the 
commercial baAks must, as in the case of the relationship 
between the central bank and the State, be based on free 
and full co-operation to their mutual advantage and that 
of the country as a whole and on the willing acceptance 
of moral obligations by both parties. In the common 
interest the commercial banks are under a moral obliga- 
tion to keep all their surplus cash reserves with the central 
bank, and the latter has a moral obligation not to abuse 
the additional strength and power which it derives from 
its holding all the surplus cash reserves of the banks. 

In conclusion, it is worthy of note that in a large 
number and variety of countries, whether statutory 
centralisation of cash' reserlres has been provided for or 
not, the commercial banks have grown accustomed to 
keeping in the central bank all their cash reserves, except 
till money requirements, even though at times they may 
have large excess cash balances. They regularly draw 
currency towards the end of the month and pay in surplus 
currency at the beginning of a month in spite of their 
balances at the central bank being far in excess of legal 
reserves. In other words, they have come to accept fully 
and unequivocally the position of the central bank as the 
custodian of cash reserves. 

1 Except in the case of the few countries where statnt<^ provision for the 
miTiimiim reserves of the central bank still applies only to jts note habihues. 



CHAPTER V 


THE CENTRAL BANK AS THE CUSTODIAN 
OF THE NATION’S METALLIC RESERVES 

The central bank’s function of holding the metallic 
reserves of the country as a whole and accepting the re- 
sponsibility of maintaining the monetary standard^ 
adopted by the State was derived from its functions as 
the principal bank of issue and the custodian of the cash 
reserves of the other banks. 

In Great Britain the Government, because of the 
privileges granted by lawi to the Bank of England, and 
the banks, because of their keeping their cash reserves 
with the Bank of England, came to regard the Bank as 
having special responsibilities in the matter of safe- 
guarding the value of the currency. This attitude was 
further strengthened by the Bank .^ct of 1844, which 
declared the Bank of England notes to be legal tender and 
gave the Bank a virtual monopoly of note isSue by limiting 
the note issues of other banks to the amounts outstanding 
at that time and providing for their lapsing under certain 
circumstances. Moreover, as the Bank of England 
hotes constituted the national paper currency and bank- 
notes were payable on demand in specie, the Bank had 
in any case to maintain what it found by experience to be 
an adequate metallic reserve against its notes. The 
evolution of the tradition that the Bank also had to main- 
tain an adequate metallic reserve against the entire credit 
structure of Great Britain was just a further development 
of its position of responsibility. 

^ Whethtt gold-spede standard, gold-bullion standard, gold-exchange 
standard, silver standard, bimetallism, or managed paper currency. 
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nf functions and operations 

ot the J 3 ank of England as the custodian of the metallic 
reserves for the country at large were adopted in due course 
by other banks which acquired a monopoly of note issue 
and assumed central banking responsibilities. In fact 
they became part and parcel of central banking as such! 

Prior to the introduction of the Federal Reserve 
System the general position in the world was that pro- 
vision was made by law, apart from the condition of 
convertibility of notes into gold or silver, for full metallic 
cover against the note circulation of the central bank 


above a fixed amount, as in England, Norway, Japan 
and Italy, or for metallic reserves on the basis of a per- 
centage of the notes in circulation, as in Holland, Belgium 
and Denmark, or for a combination of both methods, 


as in Germany and Sweden. With the exception of 
Holland and Belgium, however, no statutory provision 
was made for metallic reserves against the deposit lia- 
bilities of the central banks. The maintenance of ade- 


quate reserves against such liabilities was left to the 
judgment and discretion of the central bank. In France 
there was at that time not even a statutory requirement 
regarding metallic cover for the note issue, as the method 
followed was only that of laying down from time to time 
a fixed legal maximum to the note circulation. 

In' Holland" and Belgium the central bank was re- 
quired, even before 1913, to maintain minimum metallic 
reserves of 40 and 30 per cent, respectively of their 
demand liabilities, i.e. demand deposits as well as notes. 
Their deposit liabilities, however, were usually small 
compared with their notes in circulation. 

In most of the countries on the Continent it was 
customary, even after the adoption of the gold standard, 
to admit silver coins, and sometimes silver bullion as 
well, as part of the metallic reserve. In fact, until the 
beginning of the twentieth century silver usually consti- 
tuted a substantial part of their metallic reserw.^ In 
Germany the minimum cash reserve which the Rmchs- 
bank had to keep against its note issue under the Act ot 
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187^ could consist of Germsui coins of any metal and 
Imperial-Treasury notes ^ as' ■well as gold bullion; and 
in Denmark the central bank was allowed to include in 
its metallic reserve its net balances with the central bank^ 
of Sweden, Norway and Germany. 

In the matter of reserves a novel feature was intro- 
duced by Germany in 1875, namely, that the Reichsbank 
was authorised to let the cash reserve against its notes fall 
short of the minimum laid down by law in the sense of 
permitting it to issue notes in excess of the amount 
allowed under the law, subject to the payment of a tax 
at the rate of 5 per cent, per annum on the notes not 
covered by the legal minimum. The principles under- 
lying this novel feature may be summed up as follows: 
nrstty, it renders possible the elasticity in currency which 
is required during peak periods of trade and in emer- 
gencies; secondly, it gives practical expression to the 
dictum that, as banks are required to keep reserves 
against emergencies, they should be placed in a position 
to use such reserves when the emergencies occur; and 
thirdly, the tax, by removing the profit incentive, helps 
to discourage the central bank from following a policy 
of undue expansion. 

Statutory Provision for Metallic Reserves under 
Federal Reserve System 

After an exhaustive enquiry into the methods followed 
by other countries, the United States incorporated the 
following features in the provisions for metallic reserves 
to be kept by the Federal Reserve Banks under the 
Federal Reserve Act of 1913. 

In the first place, the percentage basis for reserves 
against notes was adopted, as was the case in Germany, 
Holland, Belgium and Denmark. The figure selected 
was that current in Holland at the time, namely, 40 
per cent. 

^ In 1874 a limited amount of these notes were issued by the Imperial 
Treasury to the German States which had previously issued their own paper 
currency, for the purpose of extihguishing- such note Issues. These notes 
were convertible in gold on demand at the toperial Treasury. 
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Secondly, it was decid^ to apply the reserve require 
ments also to the deposit liabilities of the Federal Rwerve 
Banks, as in Holland and Belgium, and not merely to 
the note circulation, as in the other countries The 
figure adopted was 35 per cent of deposits compared wth 
40 per cent of notes, whereas in Holland and Belgium 
no distinction was made between notes and deposits 
Thirdly, the minimum reserve of 40 per cent to be 
held against notes was to consist only of gold bullion 
and gold coin,i but lawful money (silver coins, “Green 
back” notes and national bank-notes) was admitted m 
addition to gold bullion and gold coin as part of the 
reserve against deposits 

Fourthly, the novel feature of the German system 
referred to above was adopted with modifications The 
Federal Reserve Banks were permitted, in the case of 
emergencies, to let the reserve ratio fall below the legal 
minimum percentages against notes and deposits Pro- 
vision was made for authority to suspend the reserve 
requirements for 30 days and renew the suspension 
for periods of 15 days each, subject to the payment of a 
graduated tax on the notes not covered by the legal 
minimum and to the obligation to raise discount rates in 
accordance with the extent of the shortfall The obvious 
intention of the lader proviso was to ensure that the 
Federal Reserve Banks would follow a policy of credit 
contraction in such emergencies as brought about a 
substantial shortfall below the legal minimum reserve 

Influence on Other Countries 
The provisions concerning the reserves to be held 
by the Federal Reserve Banks exercised a considerable 


lead of g 


’■The Federal Reserve Banks now hold gold ceruheates insteao or gow 
bullion and coin since under the GoM Reserve Act of 1934. the gold holdings 
of the Federal Reserve System -were transferred to the Umted States Trearaiy 
and gold certificates issued m their place Moreover under the Silvtt Purchwe 
Act of 1934 provision was made for the inclusion of silver bulhon m the 
metallic reserves of the Federal Reserve System subject to a maximum lauo 
of I silver to 3 gold in total value at thfe prices laid down by law for this 
purpose 
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influence, not only on the many new central banks which 
were established after the Federal Reserve System, but 
also on some of the older ones. In fact, it is probably 
the phase of the central banldng' system of the United 
States which was most closely and most extensively 
followed by other countries. 

The South African Reserve Bank adopted all the 
features of the Federal Reserve Banks referred to above, 
with the exceptions that the same reserve percentage 
was applied to deposits as to notes, namely, 40 per cent., 
as compared with 35 per cent, against the former and 
40 per cent, against the latter in the case of the Federal 
Reserve Banks; and that, while silver coins were admitted 
along with gold in the reserve to be held against deposits, 
their amount was* restricted to one-fifth of the amount 
required as reserve, i.e. only up to 8 per cent, of the 
deposits. 

In Chile, Colombia, Peru, Bolivia and Ecuador, pro- 
vision was made for higher reserve percentages against 
notes and deposits, ranging from _fo per cent, in Chile 
and Peru to 60 per cent, in Colombia, but foreign ex- 
change was allowed to be included with gold in the reserve, 
for example, in Colombia up to two-fifths of the amount 
to be held as reserve. As in the case of the South African 
Reserve Bank, no distinction waS made in the reserve 
percentages against notes and deposits. They also 
adopted measures somewhat similar to the provisions of 
the Federal Reserve Act relating to the suspension of 
reserve requirements, subject to the payment of a gradu- 
ated tax depending upon the extent of the deficiency 
below the legal minimum and to the obligation to raise 
discount rates accordingly. 

The reserve percentage basis, allowing for the in- 
clusion of foreign exchange in the calculation of reserves 
against notes and deposits, and provision for the sus- 
pension of reserve requirements on more or less the same 
lines as in the case of the Federal Reserve Banks ^were 
likewise adopted by many of the new central banks 
which were established in Europe after the Great War, 
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as in_ Austria, Czechc3slovakia,i Hungary, Poland* 
Estonia and Danzig, and subsequently in New Zealand 
India, Argentina and Salvador. These features . wei 4 
applied also to some of the older central banks, such as 
those of Germany, Italy, Bulgaria and Greece. In the 
case of France it was laid down that, instead of the old 
legal maximum for the note circulation, a reserve of 35 
per cent, should be maintained against deposits as well 
as notes, but the reserve was to consist exclusively of 
gold and no provision was made for the suspension of 
reserve requirements; and in Canada the reserve of 25 
per cent, against notes and deposits was also to consist 
only of gold, but while reserve requirements could be 
suspended no tax liability or obligation to raise discount 
rates was attached thereto. 

Reduction in Statutory Reserves of Central Banks. 
Since 1930 there has been a strong trend in the direction 
of reductions in the statutory reserves to be held by 
central banks. This was influenced, firstly, by the 
severe depression of 1930—3 and the heavy loss of gold 
and foreign exchange by many countries; secondly, by 
the desire for greater elasticity in monetary and banking 
policy; and thirdly, by the World Economic Conference 
of 1933, which agreed upon the adoption of a 25 per 
cent, reserve ratio. ' 

Amongst the .countries which have in recent years 
reduced the minimum reserve ratios of their central 
banks to 25 per cent, are Czechoslovakia, Bulgaria, 
Denmark, Yugoslavia, Mexico and Chile. In Ecuador 
the ratio was lowered to 25 per cent, in 1932 but was 
raised to 40 per cent, in 1935; and in Colombia the 
reserve against deposits was r^uced to 25 per cent, but 
that against notes was lowered only to 40 per cent. 
Moreover, the new central banks of Canada, Argentina, 
New Zealand and Salvador commenced operations under 

1 Czechoslovakia decided in 1934 » exclude foreign exchange from the 


legal reserve* 

> In 1933 Poland abandoned the system of a 40 per cent, co 
foreign exchange against notes and deposits in favour of a gold 
cent, against notes and deposits in excess of Zl. 100,000,000. 


cover of 30 per 



Custodian of the Nation's Metallic Reserves 9^ 

statutes requiring only a 25 per cent reserve Various 
other countries reduced their statutory reserves, e g 
South Africa, Latvia and Danzig, to 30 per cent Ger- 
many, Italy, Peru and Bolivia, on the other hand, instead 
of reducing their reserve requirements, either suspended 
them or failed to observe them 

Use of Foreign Exchange as Reserve Prior to the 
Great War little use had been made of foreign exchange 
as a direct and specific reserve against note issues In 
the Philippines the gold exchange standard had been 
introduced in 1903, under which reserves of United 
States currency had to be maintained in the form of 
balances or investments in New York as Philippine cur- 
rency was redeemable in drafts on New York, and in 
India a qualified form of gold exchange standard had 
been in operation for years based on the redeemability 
of Indian currency m gold or drafts on London More- 
over, in Denmark the central bank had been allowed 
since the latter part of the nineteenth century to include 
in Its reserve against the note circulation its net balances ^ 
with the central banks of Sweden, Norway and Ger- 
many, and the central banks of such countries as Ger- 
many, Holland and Belgium had regularly followed the 
practice of maintaining a substantial amount of foreign 
bills in their portfolios as the first line of defence for their 
currencies, although they were not permitted to include 
foreign exchange in the reserves which they were re- 
quired by law to hold against their note and deposit 
liabilities 

After the Great War, however, when the need for 
economy in gold and elasticity in monetary and exchange 
matters was greatly increased, modified forms of the 
gold-exchange standard became the fashion and foreign 
exchange was admitted as part of the statutory reserve 
against notes and deposits in a large number and variety 
of countries, such as Germany, Italy, Belgium, Austria, 

^ Under the Law of 1936 it was laid down that non interest bearing balances 
on demand with foreign central banks approved by the Royal Bank Com 
missioner may take the place of gold up to 5 per cent of the note circulation 
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Hungary, Roumania, Poland, Bulgaria, Greece, Finland 
Estonia, Chile, Colombia, Argentina, Peru, Australia’ 
New Zealand, India, Mexico, Bolivia, Ecuadorj Salvador 
and Danzig. In some of Aese countries the amount 
of foreign exchange which could be included in the 
legal reserve was limited to a certain proportion of such 
reserve, varying from one-quarter to one-half, whereas 
in others the relative proportions of gold and foreign 
exchange were left to the discretion of the central bank. 

At first it was customary to lay down by law or regu- 
lation that the foreign exchange was to consist only of 
balances, bills and securities payable in gold, sometimes 
even specifying London and New York as the only 
eligible centres, but with the general suspension of gold 
payments it was merely required that they should be 
payable in the principal banlang centres of Europe and 
America, or in the leading world markets, or in foreign 
financial centres, or in currencies not subject to extra- 
ordinary fluctuations of exchange. 

In many of the remaining countries the central banks, 
although not permitted to include foreign exchange in 
their legal reserves, nevertheless followed the practice 
of holding balances in the country or countries with 
which their countries had important commercial and 
financial relations. The holding of foreign exchange by 
these central banks was intended to serve not only as the 
first line of defence for their currencies, but also as the 
stock-in-trade for their ordinary dealings in foreign 
exchange. 

As a result of all these developments the foreign- 
exchange operations of central banks have becoihe an 
important part of central banking, compared with the 
pre-War situation when direct participation in foreign- 
exchange transactions was regarded in many countries as 
not a proper sphere of activity for central banks. It 
was held that the latter should exert their influence on 
exchange rates through their discount-rate policy and 
open-market operations (i.e. through their control of 
money-market or credit conditions) and through their 
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redeeming their notes in gold. In recent years, owing 
principally to the abnormd monetary and exchange con- 
ditions, central banks generally have tended to play an 
increasingly important part in exchange operations, and 
in some countries they have even come to fulfil the 
function of central exchange bank, acquiring the surplus 
exchange which accrues from a favourable balance of 
payments and making up the shortfall which has to be 
met in the event of an unfavourable balance. 

In several countries, as in Great Britain, United 
States and France, the central banks operate in the 
exchange market and control exchange rates for account 
of State Equalisation or Stabilisation Funds; in a larger 
number of countries in South and Central America, 
Central and Eastern Europe, and Asia, the central banks 
have been entrusted vdth the function of controlling the 
exchange market by legislation or regulation; and in 
certain other countries the central banks control the 
exchange market through agreement and co-operation 
with the commercial banks, as in Australia, New Zealand, 
India and most of the Scandinavian countries, or through 
arrangement with the principal export industry, as in the 
Union of South Africa where the central bank acquires all 
the newly-mined gold which represents over 70 per cent, 
of the value of the total exports. * 

Suspension of Reserve Requirements f As already re- 
ferred to, in the case of many of the new central banks 
which were established after the Great War, and even 
some of the older ones, provision was made for the sus- 
pension of reserve requirements on more or less the same 
lines as in the case of the Federal Reserve Banks, i.e. 
provided a graduated tax is paid and discount rates 
are raised. During the difficult years 1930—3, however, 
many of these central banks either found themselves 
seriously embarrassed by these provisos or anticipated 
being embarrassed by them in due course. In particular, 
the proviso relating to the rmsing of discount rates in 
accordance with the deficient in the reserve ratio was 
found to be unduly rigid in its application, since under 
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giv^ circumstances it might necessitate the central 
bank raising its discount rate to a level fraught with 
great danger and disadvantage to the national economic 
interest. 

In a number of countries the issue was avoided by 
making ^ drastic reductions in reserve requirements or 
-by admitting the inclusion of certain assets other than 
gold and foreign exchange in the reserve. Such coun- 
tries as Germany, Italy, Peru and Bolivia, however, 
either formally suspended their reserve requirements, 
iricluding the tax liability and the obligation to raise 
discount rates, or failed to observe them. 

In the case of the South African Reserve Bank, on the 
other hand, the provisos relating to the payment of a 
graduated tax and the raising of discount rates were 
abolished by an amendment of the law in 1932, but the 
provision for the suspension of reserve requirements with 
the consent of the Treasury was retained. This was 
also done by amending legislation in 1936 in the case of 
the New Zealand Reserve Bank and the National Bank 
of Bul|;aria; and when the Bank of Canada Act was 
passed in 1934, the Bank was given the power to suspend 
reserve requirements with the consent of the Government, 
but without any liability attaching thereto in respect of 
taxation and rates. The Bank of Mexico, which was 
converted into a central bank in 1932, may also let its 
reserve fall below the legal minimum without incurring 
any such liability. 

CoNCLusioNS Regarding Reserves of Central Banks 

In every country legislation has been passed at one 
time or another, requiring the central bank to main^n 
' certain minimum reserves. At first the reserve require- 
ments were applied merely to the note issue, but begin- 
ning with Belgium and Holland, and then the United 
States, the majority of countries decided upon the prac- 
tice of requiring their central banks to keep minmmm 
reserves against their deposit liabilities as well as their 
notes in circulation. This development was obviously 
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related to the growing realisation that deposit currency 
was coming to play a more and more important part in 
the economy of most countries and that the deposit 
liabilities of the central banks represented claims upon 
them as much as their notes in arculation did More- 
over, since in some countnes the commercial banks were 
required by law to keep minimum reserve balances with 
the central bank based upon a percentage of their time 
and demand deposits, and in others as a matter of con- 
vention or convenience, the deposit liabilities of the 
central bank frequently served as an approximate reflec- 
tion of those of the entire banking system 

It is only in Great Britain, Sweden, Norway, Denmark, 
Switzerland, Japan, Latvia and Lithuania, that statutory 
provision has not yet been made for the keeping of mini- 
mum reserves by the central bank against its deposits as 
well as Its note circulation In practice, however, the 
central banks of these countnes have regularly aimed at 
keeping reserves considerably in excess of those which 
they are required by law to maintain against their note 
issues 

The imposition of statutory reserve requirements on 
the central bank is aimed, on the one hand, at achieving 
a substantial measure of public confidence in the value 
of the currency by ensuring minimum amount of 
security for the note issue and deposits of the central 
bank, and, on the other hand, at placing some restriction 
on the expansionist activities of the central bank, and 
indirectly also on the expansion of the banking structure 
as a whole In this connection, however, it must be 
emphasised that the statutory reserve must ordinarily 
be regarded merely as a minimum 

In the long run the maintenance of adequate reserves 
must be left to the discretion and judgment of the central 
bank The uncertain element is usually the amount of 
gold that may be required for export for the purpose of 
regulating exchange rates and maintaining the monetary 
standard of any country, and this tends to differ at dif- 
ferent tunes m the same country as well as between one 
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country and another. Countries differ greatly not only 
in the stage of economic development and the type of 
economy, but also in the temperament of their people; 
and these differences determine, to a large extent, the 
’adequacy or otherwise of reserves. By experience and 
observation the central bank will have some idea as to 
what reserve could be regarded as more or less adequate 
under the circumstances prevailing in its country at any 
particular time, and to what extent and with what intensity 
the reserve would likely be affected by world cyclical 
changes in business activity or by bad domestic harvests 
or by international political complications or by inter- 
mittent lack of confidence in the currency. 

Some countries are particularly vulnerable in monetary 
and exchange matters, either because of lack of diversity 
in economic activity and predominance of a few export 
commodities subject to rapid price changes, as in the case 
of Argentina, Brazil, Chile, Canada, Australia and New 
Zealand, or because of the ejdstence of an international 
money market and a large volume of foreign short-term 
funds which may be withdrawn at any moment, as in the 
case of Great Britain and the United States, or because 
of intermittent political instability and the consequent 
lack of confidence in the exchange value of the currency, 
as in the case of France*. 

In these countries the central bank has frequently 
experienced the need for relatively large reserves of gold 
or foreign exchange with a view to securing a substantial 
measure of freedom' and elasticity in monetary policy. 
This is reflected, for example, in the statute of the Central 
Bank of the Argentine, in which the object of the Bank 
is stated to be, inter alia, 

to concentrate sufficient reserves to moderate the consequences 
of fluctuations in exports and investments of foreign <apitd, on 
currency, credit and commercial activity, in order to maintain the 
value of the currency. 

This represents an excellent summary of the position 
in all such countries as Argentina, Brazil, Chile, Canada, 
Australia and New Zealand. 
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Until recent years the Bank of England usually held 
relatively small gold reserves compared with the volume 
of business and financial transactions conducted through 
the London market and with the size of the British credit 
structure, and also compared with the reserves earned 
by the Bank of France and the Federal Reserve Banks 
As a result the Bank of England had to make liberal use 
of the discount-rate policy for the purpose of protecting 
Its gold reserves, and it was known as the central bank 
which made the most frequent changes in discount rates 
Since 1932, however, London has added considerably to 
Its gold stocks, whether in the hands of the Bank of 
England or the newly-created Exchange Equalisation 
Fund The United States have also experienced a con 
siderable increase m their already large stocks of gold 

On the other hand, it must be borne in mind that a 
substantial part of the gold reserves of Great Britain 
and the United States represents not only fugitive capital 
from France and some other countries on the Continent 
where monetary uncertainties prevail, but also the 
balances and investments of the large number and vanetj 
of countries previously mentioned whose central banks 
are authorised to include foreign exchange in their 
reserves, and even if ultimately confidence were to be 
re established generally on the Continent and much of 
the fugitive capital were to be repatriated, London and 
New York would appear to be destined to remain the 
custodians of an appreciable part of the reser\ es of man} 
central banks As such custodians they would require 
to hold large gold reserves against the sudden withdrawal 
of balances 

A phase of the central bank reserve question which 
has received a good deal of attention in recent rears is 
the desirability of giving the central bank greate- freedom 
and elasticity in the administration 0^ re?enes This 
has been reflected in the downwjird rcision of resene 
percentages all over the world and in tne admission of 
foreign exchange as part of central faaii resenes, and 
also in the almost general p-onron fo* the suspension 
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of reserve requirements ^ subject to the consent of the 
Government or the Treasury. 

Provision has been made for the suspension of reserve 
requirements, since it is being realised more clearly that 
reserves are kept for use in a crisis or other emergency 
and that the central bank must be placed in a position 
to use its reserve in such emergencies promptly and 
elFectively and without attracting undue attention. As • 
the Annual Report of the Bank of the Republic of Colom- 
bia in 1 930-1 stated, with reference to the sale of foreign 
exchange and the export of gold during that critical 
period, 


the gold reserves of a bank of issue are primarily intended to be 
used freely and fully for just such purposes, in critical situations, 
even though in doing so they fell bdow legal limits, if necessary. 

In this connection, also, the Macmillan Committee® 
said that 


the effect of enforcing the principle of the fiduciary issue is to 
forbid the Bank of England to use by fer the greater part of its 
gold for the only purpose for which it is held or could be used, 
and that “what we envisage ... in the future is a Bank 
of England with both increased resources and greater 
freedom”. 

The provision for" the suspension of reserve require- 
ments, howevffi-, is not intended to encourage central 
banks to operate ordinarily in the vicinity of the minimum 
reserves. A central bank should normally endeavour to 
maintain its reserve well above the legal minimum so as 
to have a margin of security and elasticity, and if it 
observes a definite trend in the direction of a reduction 
in the reserve as a result of disequilibrium in the internal 
economy, it should commence to apply corrective measures 
before the reserve approaches the legal minimum. 

In thiR connection novel features were introduced m 
the new central banks of the Argentine and Salvador. 

» In England it was provided for in the form of aothoriqr to increase the 
fiduciary issue with the consent of the Treasniy. 

» Pages 139 and 143 of Report. 
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In both these countries the commercial banks were 
required to subscribe a substantial part of the capital of the 
central banks, and it was provided by law that, while the 
minimum reserve was 25 per cent, of their note and 
deposit liabilities, the commercial banks were to receive 
no dividend on their shares in the central bank if the 
reserve fell below 30 per cent, three times in any year in 
the case of the Central Bank of Salvador, and below 33 
per cent, during 60 consecutive days or 90 days in any 
year in the case of the Central Bank of the Argentine. 
Moreover, in the former case the rediscount rate was to 
be increased by \ per cent, for each i per cent, by which 
the reserve fell below 30 per cent. 

With regard to the suspension of reserve require- 
ments, provision was made in a number of countries 
that suspension should be accompanied by the payment 
of a graduated tax on the excess note circulation and by 
the obligation to raise discount rates in accordance with 
the extent of the reserve deficiency. The underlying 
principles were, firstly, that the central bank should be 
deprived by a special tax of any incentive to follow a 
policy of undue expansion, and, secondly, that the central 
bank should be compelled to enforce credit contraction 
through increases in its rate in such emergencies as 
brought about a deficiency in the reserve. 

In practice, however, these provisions ’were found in 
several of these countries to be too rigid in their appli- 
cation, and it was feared that under certain circumstances 
they might embarrass the central bank and compel it to 
follow a policy of undue credit contraction. In some of 
these countries the difficulty was overcome by reducing 
the reserve requirements or by giving a wider interpre- 
tation of the constituents of the reserve, while in others 
the penalty provisions were suspended or ignored or 
abolished altogether. 

In accordance with the general agreement that central 
banks should be given a large measure of freedom in 
carrying out their credit policy, they should not be ham- 
pered by the rigid penalty pro^sions referred to above. 
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Since central banks traditionally operate in the national 
economic interest, and are sometimes even directed by 
statute to do so, it should be considered unnecessary to 
compel -them to raise their discount rates when their 
reserves fall below the le^l minimum. Normally 
prudence would dictate their increasing rates before the 
legal minimum was reached, and the existence of an 
obligation to raise rates according to a scale when reserves 
fell below the minimum might even make them hesitate 
to do so beforehand, since otherwise the voluntary rate 
increases plus the statutory ones might raise the rates to a 
disastrously high level. 

Moreover, as most central banks have under their 
statutes to pay the major portion, if not the whole, of 
their additional profits to the State, it should not be 
deemed necessary to remove the profit incentive by 
applying a special tax in the event of a reserve deficiency. 

In conclusion it must be emphasised that, while greater 
elasticity in credit policy has been achieved in many cases 
through the reduction of reserve requirements, the 
inclusion of foreign exchange in reserves and the pro- 
vision for suspension of reserve requirements in emer- 
gencies, there are two additional factors which should in 
the long run prove to be strongly conducive to a further 
general increase in such elasticity, namely, the upward 
revaluation of gold stocks which has already been resorted 
to in a few countries but not yet in others, and the in- 
creased production of gold which has been stimulated 
by the higher gold prices prevailing in all gold-producing 
countries. 



CHAPTER VI 


THE CENTRAL BANK AS THE BANK OF 
REDISCOUNT AND THE LENDER OF LAST 
RESORT 

The function of rediscount ^ is generally regarded, in 
economic as well as banking circles, as an essential 
function of a central bank, and it is largely due to this 
that a central bank is frequently described as a bankers' 
bank. The central bank, however, is seldom approached 
by banks or other financial institutions for accommo- 
dation until they have exhausted their own resources or 
have failed to supplement their funds from the usual 
outside sources. It is then that the central bank is 
called upon to function as lender of last resort, and as it 
acts in this capacity mainly through its rediscount 
operations, the two functions maj^ conveniently be 
treated under one head.* 

Evolution of Functions of Rediscount and Lender 
OF Last Resort 

According to Hawtrey,* the Bank of England did 
not easily or willingly assume the responsibilities of the 
lender of last resort and was at the end of the eighteenth 
century found to give accommodation grudgingly. In 
other words, while the Bank performed the function of 

^ The term "rediscount" is treated in this chapter mainly in the wider sense 
as embracing all forms of accommodation by the central bank to commercial 
banks, discount houses and other financial institutions. 

® To a certain extent the central bank performs the function of lender of 
last resort also in the making of advances to the Stete, but this has been dealt 
with under the head of “The Central Bank as the Government’s Banker”. 

® Jrt of Central Banking, pp, iip-zy. 
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rediscount, it was prepared to do so only to a limited extent 
It was only by a gradual process that the tradition that iii 
times of emergency and Stringency “the Bank should 
never refuse to accommodate any eligible borrower 
became established”. 

In the crisis of 1825 the Bank at first confined its 
action to discounting “bills of the type it was always 
accustomed to take”, but at the end of that year when 
the holdings by the banks and financial houses of bills 
eligible for discount were exhausted, the Bank “relaxed 
its usual practice” and made advances upon Government 
securities, and also upon Exchequer bills, and later even 
upon merchandise. The reluctance of the Bank to lend 
on this occasion had been due to the dwindling of its 
gold holding. When it changed its policy and lent 
freely, it was taking the risk of the complete exhaustion 
of its reserve. The unwillingness of the Bank to lend 
in the' crisis of 1 847 was due to the risk of a breach of 
the Bank Act of 1844, which limited the supply of 
currency to the fixed fiduciary issue plus gold bullion 
and specie. The Government promised legislation 
indemnifying the Bank for breaking the law, and this 
placed the Bank in a position to lend freely. The same 
happened in 1857, when the indemnifying Act had 
actually to be passed by Parliament. Whereas in 1 847 
and 1857 thd Government had taken the initiative, in 
the crisis of 1866 “the Bank took the initiative in ap- 
proaching the Government” and “accepted the responsi- 
bility of unstinted lending”. Even after 1866, however, 
there was still discussion about this question and dif- 
ference of opinion as to the responsibilities of the Bank. 

Vera Smith ^ also gave examples of the reluctance 
with which, in the early nineteenth century, the Bank of 
England responded to the tendency on the part of the 
Government and the banks to regard it as a regulating 
institution holding some special position of duty in the 
currency and credit system of the country. For example, 
in'1819 

» Ratianak of Central pp. 13. 1^5 
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the Bank dircctore made a representation to Parliament protesting 
against what they regarded as an attempt to establish a system 
which would place upon them the responsibility for supporting 
the whole National Currency. 

Also, after the crisis of 1866 when 

the Governor of the Bank made a public announcement before 
the proprietors that the Bank had conceived a duty to have been 
imposed on it of supporting the banking community and had 
accordingly lent unflinchingly during the crisis at a cost of a great 
reduction in its reserves, 

one of the Bank Directors who was a former Governor 
stated that it was 

a most pernicious doctrine to expect the Bank .to do what was 
quite inconsistent with the ordinary workings of a deposit bank, 
namely, to make advances when the public demanded them to an 
almost unlimited extent, and maintained that the banking com- 
munity must be taught not to rely on the Bank coming to their 
aid when they had rendered their own assets unavailable. 

It was only after the publication of Bagehot’s Lombard 
. Street^ in 1873, that the responsibilities of the Bank of 
England as the lender of last resort were “unequivocally 
recognised”;^ and it was Bagehot himself who coined the 
expression “lender of last resort”. 

Thus, the function of rediscount preceded that of 
lender of last resort, the distinction between the two being 
that in the latter function is implied the acceptance of 
the responsibility of endeavouring to guarantee, as far 
as possible under the prevailing circumstances of a 
country, the liquidity of the entire credit ' structure of 
that country, and not merely that of the central bank 
itself. The function of lender of last resort was defi- 
nitely associated with the granting to one bank of the 
monopoly of note issue and the general banking business 
of the Government, with the implied understanding that 
it also has the support of the Government in times of 
emergency. The same process of evolution was also 
followed in the case of practically all the older central 

^ Hawtrey, op. cit., p. iz6. 
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banks <^,Ei^ope, such as the Bank of France, Netherlands 
Ss-tik, Rjksb&nk of Sweden, Sank of Norway, etc. 

After its final recognition in England in 1873, the 
function of lender of last resort was assumed almost 
automatically not only by the existing banks of issue 
having special privileges, but also by all the new special 
banks of issue which were subsequently established. In 
fact, it came to be regarded as a sine qua non of central 
banking. There was no argument about it when the 
Federal Reserve Banks of the United States were estab- 
lished, and within its first two years the South Afncan 
Reserve Bank was called upon to face the responsibilities 
of lender of last resort when one of the commercial 
banks became involved in difficulties, and it did so 
unflinchingl)'. 

This universal development affords, at leas^ some 
ground for Hawtrey’s statement that the characteristic 
mnction of a central bank is that of lender of last resort.^ 

In several countries rediscounting as such was under- 
taken, before there was a recognised central bank, either 
by a State commercial bank, as in Australia and Argen- 
tina; or by the State Treasury, as in Canada; of by city 
banks on behalf of country banks with which they had 
a correspondent relationship, as in the United States. 

Definition of Rediscounting. In the narrower sense 
rediscounting • is applied only to first-class trade and 
agricultural paper brought to the central bank by com- 
mercial banks and bill dealers or brokers, who are tem- 
porarily in need of funds and want to convert some of 
their short-term assets into cash. In this sense one may 
use the expression of TVillis ~ that “when rediscount 
occurs . . . the operation performed by the central bank 
is essentially that of dealing in pure credit”; and from 
this point of view the underlying principle is that, if the 
central bank dealt only in prime, self-liquidating paper 
based on goods in various stages of production and 
distribution, it would help to give such paper the speaal 

1 Havrticv, op. cit., p. 13*- . ^ 

* Tieoo 'ar.d Practice ef Coaml Btaihrg (Harper), p- 1x6. 
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attraction and encouragement which it deserves and 
would, by way of example, tend to set up a relatively high 
standard of elasticity and security requirements on the 
part of banks and discount houses themselves. 

The original idea behind rediscounting was that no 
sound and genuine business transaction ^ should be re- 
stricted or abandoned just because of a shortage of bank 
cash, and that, as such transactions would or could 
ordinarily be represented by bills of exchange, it would 
be sufficietit to confine rediscounting to bills having a 
maturity corresponding more or less with the time takm 
to complete the transaction. It was considered that, if 
rediscounting were provided for on too liberal a basis 
and without regard to the type of transaction involved 
or the period allowed for repayment, it might be con- 
ducive towards laxity in the discount and loan operations 
of banks and discount houses and towards deterioration 
in the quality of their credit. On the other hand, if 
rediscounting were based on stringent rules and con- 
ditions, banks and discount houses would be inclined 
to exert themselves, by means of offering preferential 
rates or other inducement to merchants and manu- 
facturers, to have constantly available in their portfolios 
a substantial supply of good short-dated paper in order 
to be assured of obtaining at any time ample accommo- 
dation from the central bank; and this would in turn tend 
to render the general financial position more liquid. 

Prior to the Great War the Bank of England and some 
of the other central banks of Europe regularly followed 
the policy of rediscounting only genuine trade bills of 
relatively short maturity, except in a few isolated cases 
of emergency when their requirements were temporarily 
toned down to meet the demand for accommodation. 
This was also the case with the Federal Reserve Banks 
when they commenced operations in 1914, since their 
powers of rediscounting were severely restricted under 

• statutes of some central banks emphasise that their functions shall 

mdude that of accommodating commerce and business, as in the case of the 
Fedwal Res^e Banks, or promoting commerce, industry and agriculture, as 
m the case of the Banks of Latvia and Lithuania. 
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the original Federal Reserve Act. During the War and 
post-War periods^ however, the abnormal conditions 
^compelled all central banks to relinquish some of their 
restrictions and widen the basis of rediscounts, or, where 
restrictions had been imposed on rediscounting by law 
the central bank’s powers of rediscounting were enlarged 
by amendments to the law. 


Subsequently ^e tendency towards a wider basis of 
rediscounts remained, not only on account of the enor- 
mous growth of the credit structure caused by the huge 
debts incurred in connection with the War, but also 
because of the growing tendency towards overdrafts and 
open credits as the means of financing trade. As a result 
the supply of trade and agricultural bills or promissory 
notes became relatively scarce and no longer served as an 
adequate basis for obtaining central bank credit. Hence 
rediscounting has come to be applied also to Treasury 
bills and to short-term collateral loans to banks and other 


financial institutions against bills or promissory notes 
and Government securities. Moreover, in the case of 


trade and agricultural bills provision has been made in 
various countries for an extension of the maturity or 
usance of bills eligible for rediscount. 

In this wider sense, as now current in most countries, 


rediscounting may bd defined as the conversion, directly 
or indirectly, of commercial bank credit into additional 
central bank credit. In London the process of redis- 
counting is indirect in the sense that it is customary for 
the banks to call up their loans to discount houses and 
bill brokers rather than rediscount with the Bank of 
England themselves, leaving it to the discount houses and 
bill brokers to seek accommodation from the central 
bank. In other centres with organised money markets, 
such as New York, Chicago, Boston, San Francisco, Pans, 
Berlin, Amsterdam, Zurich and Stockholm, a certain 
amount of rediscounting ^ with the central bank is also 


> In the markets of the United Sutes, hower, this type of tra 
not usuaUy referred to as rediscounting \rith the centr^ bank, but 
acceptances to a Federal Reserre Bank at the latter s buying rate for s, 


uch paper. 
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done at times by non-banking institutions, but the more 
general procedure is for the central bank to rediscount 
directly for the commercial .banks. In countries without 
organised money markets rediscounting by the central 
bank is almost exclusively done directly for the com- 
mercial banks. 

Significance of Rediscounting. The real significance of 
rediscounting in the monetary system lies in the fact 
that it increases the elasticity and liquidity of the credit 
structure. It renders possible an appreciable and im- 
mediate increase in the supply of bank cash should such 
be found to be necessary at any particular time. By 
affording a ready medium for the conversion into cash 
of certain assets of banks and other financial institutions, 
it helps to maintain their liquidity and their ability to 
meet withdrawals of deposits or demands for accommo- 
dation. It also renders possible a considerable degree 
of economy in the use of cash reserves. 

At certain times of the year, e.g. at the end of the 
month when cash is drawn for salary payments, or at the 
end of the year or half-year when various debt settle- 
ments and dividend, interest or tax payments have to be 
made, or during the holiday seasons when there is a 
large demand for cash for retail purchases or pleasure 
purposes, or during the period of harvesting and mar- 
keting of the principal farm products, there is a heavy 
strain on the cash reserves of the commercial banks. 
Moreover, in times of intense business activity or when 
gold moves out of a country and thus reduces the basis of 
bank credit, the strain caused by the regularly recurring 
factors mentioned above is considerably aggravated and 
may reach breaking-point and thus precipitate a crisis 
or panic. In the absence of a central bank each of the 
commercial banks would have to aim at carrying suffi- 
cient cash reserves to meet any such period of financial 
strain or any other emergency which might have to be 
faced, whereas with a central bank to fall back on at such 
times a substantially smaller cash reserve is needed. In 
other words, through the process of rediscounting with a 
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central bank the commercial banks can work more 
economically in the sense that they can conduct a’ larger 
volume of business with the same reserve and capital or 
the same business with a smaller reserve and capital. ’ 

The function of rediscount is closely associated with 
the functions of note issue and custody of cash reserves, 
both of which when centralised in the central bank 
greatly increase the scope and extent of rediscounting. 
The privilege of note issue enables the central bank to 
meet heavy demands for hand-to-hand currency, and the 
centralisation of cash reserves in the central bank gives 
it greater lending powers generally. 

The increased elasticity and liquidity which redis- 
counting undoubtedly gives must, however, not be abused. 
For example, commercial banks should not seek to 
economise with cash reserves to such an extent that 
even in times of average or normal business activity 
they are in need of accommodation from the central 
bank throughout the year. In such times they should 
aim, at the very least, at being independent of the central 
bank, say, during the second or third weeks of a month 
which does not fall in the principal holiday or harvesting 
or crop-moving season. Otherwise it would be tanta- 
mount to their using rediscounts as permanent capital, 
and they would not 'have much in hand for meeting 
abnormal demands and conditions. Moreover, Ae 
central bank itself should aim at maintaining a position 
of great strength and liquidity in normal times in order 
not only to cope with unusual seasonal demands for 
credit, but also to deal effectively with emergencies and 
periods of general financial strain. 

Another point to bear in mind is that, while the centra 
bank should have large rediscounting powers, it should 
in normal times try to avoid giving a liberal interpretation 
of the kinds and maturities of paper eligible for rediscount. 
During such periods it should insist on good paper ot 
relatively short maturity in order to leave a safe margin 
for widening the basis of rediscounts in abnormal tunes. 

Finally, it must be emphasised that, while a central 
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bank should definitely re^d it as an important part of 
its duty to help banks in distress and act as lender of last 
resort, this does not imply that banks have an irrevocable 
right to unlimited accommodation from the central bank 
under all circumstances. In the United States, for 
example, where this question has been debated and 
analysed more intensively than anywhere else owing 
to the existence of thousands of independent unit banks, 
it has been laid down that, 

in extending credit accommodation to a member bank, the Federal 
Reserve bank is required to consider the general character and 
amount of the loans and investments of the member bank and 
whether it has been extending an undue amount of credit for the 
speculative carrying of or trading in securities, real estate, or com- 
modities or for any other purpose inconsistent with the maintenance 
of sound credit conditions; 

and it has been explained officially that 

under the law a bank is not entitled to credit from a Federal 
Reserve bank merely because it has eligible and acceptable paper, 
if the conduct of the bank’s business has been such as to endanger 
its depositors or to promote the development of unsound credit 
conditions. 1 

In general, where a commercial bank is found to be-, 
merely in a state of technical insolvency in the sense that 
it has too many frozen assets due ihainly to general 
emergency conditions, but with a good chance of being 
successfully tided over the difficult period by assistance 
from the central bank, there is no doubt as to the atti- 
tude which the latter should adopt, particularly as the 
failure of one bank would tend to weaken the position 
of the other banks. Where, however, a bank has con- 
tinued to follow clearly unsound practices despite warn- 
ings from the central bank, the central bank cannot be 
expected to run the risk of heavy loss to itself in trying 
to bolster up a failing bank. Nor is a central bank 

1 Federal ^ser^e Bulletin, October, 1937, p. 977. This statement of policy 
Clearly implies the use of rediscounting as a means of applying qualitative 
control of credit. See references to "direct action” on pages 256-60. 
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justified in assisting such a bank to meet the claims of 
depositors to the extent of all the liquid and good assets 
ot that bank, lea^ang the remaining depositors with onlv 
the frozen and bad assets. ^ 


In the long run, no hard and fast rule can be laid down 
each case having to be treated on its merits hy the central 
bank after due consideration of all the factors involved; 
and frequently it will be a matter of choosing the lesser 
of two evils. 


Powers of Rediscounting 

In the case of the Bank of England no restrictions were 
imposed under its charter on its powers of rediscounting 
bills or making collateral advances. When it began to 
assume the responsibilities of lender of last resort, how- 
ever, it decided to follow a policj'^ of restricting its re- 
discounts and advances to certain tj-pes of paper only and 
varying its rate of discount according to the demand for 
currency or credit and the state of business activity 
rather than using other means of rationing credit. In 
due course this policj* became a tradition and was fol- 
lowed by other banks which came to act as central 
banks in their respective countries, with some modifi- 
cations depending upon local conditions, until it was 
generally recognised a'& an essential feature of central 
banks that they 'should deal in certain types of paper 
only, that their rediscounts and advances should not 
extend bey^'cnd a certain period, and that they should 
never make unsecured advances. In accordance with 
this tradition, central banks were to limit their rediscounts 
to the best and most liquid types of paper available, 
with a view principally to maintaining themselves in 
what might be called a super-liquid position. 

Some central banks which were given relatively wide 
powers for rediscounts and loans voluntarily restricted 
their activities, as in the case of the Bank of Englan(^ 
while others had to function under charters or Ia.ws which 
limited their powers in particular to the activities which 
central banks ordinarily performed. 
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The Bank of France ^ was empowered to discount 
bills of exchange, commercial and agricultural warrants, 
and bills to order with a currency not exceeding three 
months, bearing two signatures in the case of warrants 
and bills with approved collateral and three signatures 
in the case of other bills, and to make advances against the 
deposit of French Government, colonial, municipal and 
other specified securities for 90 days, the period being 
open to extension. 

The Netherlands Bank was given power to discount 
bills of exchange, drafts and promissory notes bearing 
signatures of at least two parties, with a currency not 
longer than required by trade custom, and debenture 
bonds, redeemable within six months and guaranteed 
by the discounter, and also to make loans for one month 
or advances on current account against securities, goods, 
warrants, coin, bullion and paper eligible for discount. 

The Riksbank of Sweden was authorised to discount 
bills payable in Sweden within six months and to make 
advances on bonds, shares or other securities for a fixed 
period not exceeding six months, or on call for a period 
not exceeding three months, or advances redeemable at 
a fixed date within six months on merchandise deposited 
in a public warehouse or with a reliable third person. 

The Reichsbank of Germany was given power to dis- 
count bills relating to bona-fide commercial transactions 
or goods with a currency not exceeding three months, 
carrying three good signatures, although the third 
signature may be dispensed with when special security 
is provided by collateral or otherwise, and to discount 
Treasury bills with a currency of not more than three 
months and endorsed by a third party of known solvency, 
and also to make advances for a period not exceeding 
three months on the security of Government or Muni- 
cipal bonds maturing within one year (subject to a limit 
of three-quarters of market value). Treasury bills with a 

^ For fuller details regarding the charters and laws under which central 
banks operate, see Appendix I of Centred Bemts, by Kisch and F.lkin, and 
Monetary and Central Bank Lanns, published by the League of Nations in 1932. 
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currency of not more 
merchandise stored 
two-thirds of value), 

, of J^pan was empowered to discount trade 

bills endorsed by two or more reliable persons of means 
Md payable within a hundred days, although merchan- 
^se or warehouse warrants may be accepted as collateral 
in the place of one signature, and to discount bills or 
notes issued by the Government, and also to mat-p 
advances on current account or loans, for fixed terms, 
upon the deposit of public loan bonds, bills or notes 
issued by the Government^ and other securities guaran- 
teed by the Government provided that the period of 
the loan shall not exceed six months and the amount 
shall not exceed 8o per cent, of the market value of the 
securities deposited. 

In short, most of the older central banks enjoyed 
wider powers of rediscounting and lending than were 
found to be necessary under pre-War conditions, and in 
practice their requirements were more stringent than 
those laid down by their charters and laws. Moreover, 
while they* were free to deal with anybody who possessed 
and offered eligible securities, some of them gradually 
came to adopt the standard set by the Bank of England 
towards the end of the.iiineteenth century. This stand- 
ard, when translated into general practice, implied 
that, except in the case of unsatisfactory banking con- 
ditions and apart from its business relations with the 
State, a central bank should restrict its business primarily 
to banks, discount houses, bill dealers and brokers, and 
other financial institutions, and should not, to any e^ent, 
deal direedy with merchants, manufacturers, primary 
producers, transport agencies, etc. Such banks as the 
Bank of France, Bank of Italy ^ and Bank of Japan, 
however, continued, for one reason or another, to have 
direct dealings with a large number of commercial 


Aan three months, bills of exchange, 
in Germany (subject to a limit of 
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customers, and thus to enter into direct competition 
with the commercial banks, and for this purpose they 
had branches in practically every town of any importance. 

When the establishment of a system of central banking 
in the United States was finally decided upon in 1913, 
it was considered necessary to restrict by law the Federal 
Reserve Banks to those functions and powers which the 
recognised central banks of Europe were actually exer- 
cising. In other words, it was decided to bring the 
central banking law of the United States into conformity 
with strict central banking practice in Europe rather 
than with central banking law in Europe. The Federal 
Reserve Banks were, therefore, set up largely as banks of 
rediscount, with power to rediscount for the commercial 
banks which became members of the Federal Reserve 
System and to buy in the open market, from banks, firms, 
corporations or individuals, bankers’ acceptances and 
bills of exchange of the kinds and maturities eligible for 
rediscount, with or without the endorsement of a member 
bank. Their powers of rediscounting for member banks 
were limited strictly to bills and promissory notes en- 
dorsed by the member banks’ customers as well as by 
the member banks themselves. 

Moreover, it was laid down that, in order to be eligible, 
such bills and notes must have arisen out of transactions 
actually related to agricultural, industrial or commercial 
purposes and the proceeds from such paper must have 
been used for producing, p\irchasing, carrying or mar- 
keting goods, and not for financing fixed investments or 
investments of a purely speculative character or for 
relending operations. Furthermore, eligible paper was 
not to have a maturity exceeding 90 days, except in the 
case of agricultural paper arising out of the activities 
of farmers in connection with the production, marketing 
and carrying of agricultural products and the breeding, 
raising, fattening and marketing of livestock. For 
agricultural paper the maturity allowed was six months.^ 

It was soon found, however, that under abnormal 

* The period was extended to nine months in 1923. 
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conditions (such as during a great war or a severe and 
5® restrictive prowsions of the 
Federal Reserve Act did not allow of sufficient scooe 
for the creation of central bank credit (Federal Reserve 
credit). Accordingly in 1916 the Federal Reserve 
iJanks were authorised to make advances, for periods not 
exceeding 1 5 days, to member banks against their pro- 
missory notes secured by Government securities or by 
paper eligible for rediscount, and to rediscount bankers’ 
acceptances drawn to create dollar exchange. In 1923 
they were also empowered to rediscount eligible agri- 
cultural paper for Federal Intermediate Credit Banks. 

In 1932, under another set of highly abnormal con- 
ditions, a further expansion of the basis for Federal 
Reserve loans to member banks was found necessary, 
and it was provided that, in exceptional and exigent 
circumstances, and when a member bank had no further 
eligible and acceptable assets available to enable it to 
obtain adequate credit accommodation. Federal Reserve 
Banks could make advances, for any period not exceeding 
four months, to such a member bank on its time or 
demand notes secured by any collateral satisfactory to 
the Federal Reserve Banks. Provision was also made in 
1932, for the first time, to enable the Federal Reserve 
Banks, in unusual and' exigent circumstances, to discount 
eligible paper directly for any individual, partnership or 
‘ corporation which was unable to obtain adequate credit 
accommodation from other banks. Moreover, in 1934 
the Federal Reserve Banks were empowered to make 
loans, for periods not exceeding five years, to industrial 
concerns for working capital purposes either directly or 
through a financial institution, but again it was laid 
down that these loans could be made only when credit was 
not obtainable on a reasonable basis from the usual sources. 

In connection with the new regulation ^ on discouip 
and advances by the Federal Reserve Banks issued by 
■ the Board of Governors of the Federal Reserve System 
in i937j it was stated that 

» Federal Reser<ue Bulletin. October, i937» P- 979- 
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the Board was also guided in its determination of eligibility require- 
ments by the recognition of the feet that at a time of a deflationary 
trend it is important for the Federal Reserve System to lend with 
the greatest freedom consistent with safety, 

since “at such times technical limitations on the character 
of eligible paper endanger rather than protect the safety 
of the banking structure”, and that 

the Board believes that the assurance of support in case of need 
given to member banks with sound assets will encourage these 
banks to give their communities the financial services that they 
require. 

It will be observed that it has been found necessary to 
increase considerably the Federal Reserve Banks’ powers 
of rediscounting and lending. This has brought the 
Federal Reserve Act more into line with the charters 
and laws of the older central banks. The experience of 
the Federal Reserve Banks has demonstrated the great 
danger of placing undue restrictions on central banks 
based upon their policy and operations in normal times. 
While the original Federal Reserve Act largely con- 
formed with the actual practice followed by the older 
central banks prior to 1914, it did not conform with 
their practice under the abnormal conditions of the War 
and post-War periods and the period subsequent to 
1929, since they were likewise called apon to loosen 
their requirements and expand their operations, in short, 
to make greater use of their powers ^ than was previously 
found to be necessary or desirable. 

Most of the new central banks which were established 
after the Great War were given wider powers than those 
which the Federal Reserve Banks had at that time. The 
rediscounting powers of the former were based largely on 

* lu the case of some of these older banks the lending powers also had to 
be extended. The Bank of France, for example, was empowered in 1936 to 
discount or rediscount bills drawn against wheat in storage, or drawn by con- 
^ns affected by the social reform laws and bearing the guarantee of the Caisse 
Centrale des Banques Populaires, or drawn against the receipts of certain 
French exporters represenung amounts blocked in or not yet transferred from 
countnes with transfer restrictions. 
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^ose of the latter, but the former were given the rieht to 
deal directly with the general public in the same kinds of 
paper as were eligible for rediscounts and advances to 
the commercial banks. The rediscounting and lending ' 
powers of these new central banks occupied a position 
almost midway between the powers provided for in the 
Federal Reserve Act of the early 'twenties and those in 
the laws and charters of the older central banks. The 
new central banks, however, also found out in due course 
that their powers of lending were too restricted, parti- 
cularly in times of iinancial crisis, and consequently 
their powers^ had to be extended, principally in the 
direction of increasing the variety of securities against 
which they could make advances. 

The South African Reserve Bank, for example, was 
empowered in 1930 to make advances not only against 
trade and agricultural paper eligible for discount and 
Government securities (including Treasury bills) with a 
maturity not exceeding six months, as was formerly the 
case, but also against long-dated Government and Muni- 
cipal securities, one-name bills or promissory notes 
secured by documents of title representing staple com- 
modities fully insured and having extensive and active 
markets, and non-spec\ilative dividend or interest-bearing 
securities having a ready sale on the stock exchange. 
Moreover, the* maturity of commercial paper eligible 
for discount was extended from 90 to 120 days. 

Scope and Extent of Rediscounting. Owing to the 
decline in the volume of commercial and agricultural 
paper eligible for discount, and also to the preference 
shown by commercial banks and discount houses for 
short-term collateral loans ^ from the central bank, the 
V scope and extent of rediscounting in the strict and narrow 
\ sense have been considerably reduced. The majority of 
Central banks now find that their function of lender of 

-J- 1 As they are frequently required only for a few days over a month-end 


.r both borrower and lender, particularly in the c™ - 

rm Government securities -which can be left in custody of the central ban 
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last resort, apart from their relations with the State, is 
performed mainly in the form of collateral loaiis to banks 
and other financial institutions rather than rediscounts of 
bills of exchange and Treasury bills. Moreover, it is 
only in the case of such centim banks as the Bank of 
France, Bank of Japan, Bank of Finland, Commonwealth 
Bank of Australia and National Bank of Egypt, that, in 
addition to rediscounts, a considerable volume of discounts 
and advances is done directly with the general public. 

The importance of the part played by rediscounts at 
the end of each month or half-year or' year or during 
holiday and harvesting seasons can be observed by 
referring to the records of central banks. 

Federal Reserve Banks. The following table shows 
the rediscounts (including collateral loans to member 
banks) of the twelve Federal Reserve Banks outstanding 
on the first, middle and last ^ Wednesdays of four 
different months of the year 1 926,® which can be regarded 
as a comparatively normal year in the United States: 


Rediscounts and Collateral Loans of Federal 
Reserve Banks Outstanding in 1926® 


Month. 

First Wednesday. 

Middle Wednesday. 

Last Wednesday. 

March. ... 

$ 

583,200,000 

$ .i 

480,600,000 

s 

632,400,000 

June .... 

525,000,000 

393,300,000 

515,000,000 

September . . 

626.300.000 

645.500.000 

565,500,000 

716,600,000 

December. . . 

562,300,000 

711,000,000 


^ In two of the months selected (March and June) the last Wednesday was 
also the last day of the month, and in the other two it was the twenty-ninth 
day of the month. 


’ In recent years the open-market operations of the Federal Reserve System 
have obscured and nullified the normal working of rediscounts. For example^ 
in 1934 the highest figure for end-of-month r^iscounts was $83,000,000, in 
>935 $11,000,000 and in 1936 89,000,000, while the holdings of Govern- 
ment securities purchased by the Federal Reserve System rose from under 
$300,000,000 at the end of 1928 to $2,430,000,000 at the end of 1933, and 
$2,564,000,000 at the end of 1937. 

» Figures obtained from the Annual Refort of the Federal Reserve Board for 
1926 , pp. 48-9. •' 
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It will be observed that in each month there was a 
substantial decline between the beginning and the middle 
of the month and a considerable increase between the 
middle and the end of the month. The fluctuations of 
the rediscounts corresponded in a large measure to the 
fluctuations of money in circulation, showing that the 
withdrawal of note currency for wage and salary payments 
and holiday and other disbursements by the public is 
one of the principal reasons for rediscounting. As 
Burgess ^ says, “in normal times changes in the amount 
member banks borrow from the Reserve Banks are due 
principally to changes in their customers’ currency 
requirements”. Other factors which may influence the 
volume of rediscounts at times are “gold exports and 
imports and changes in requirements for bank reserves 
because of changes in bank deposits”. 

Moreover, as between one month and another there are - 
fluctuations in rediscounts depending upon what month 
of the year it is. For example, in 1926 the monthly 
averages of rediscounts and collateral loans of the Federal 
Reserve Banks increased from §472,900,000 in June to 
§^55,200,000 in August and §663,300,000 in October 
owing largely to the harvesting and marketing of the 
principal crops, and declined 'to §614,500,000 in 
November before rising again to §668,500,000 in 
December on account of the Christmas season. With 
the elimination of these factors the monthly average 
dropped to §480,600,000 in January, 1927, and 
§393,000,000 in February.® 


Rxichsbank 

The transactions ' of the Reichsbank give a good 
illustration of regular fluctuations of rediscounts during 
the course of a month, as reflected in the following table 
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of domestic discounts and 

advances ' in periods of 

1927-8 and 1937-8: 

Domestic Discounts and 

Date 

Advances by Reichsbank. 


Reichsmarks (ooo’s omitted). 

23 Aug. 1927 . 

. . 2,118,000 

31 Aug. 1927 . 

. 2,729,000 

IS Sept. 1927 . 

. 2,335,000 

30 Sept. 1927 . 

. . 2,898,000 

1$ Dec. 1927 . 

. 2,328,000 

31 Dec. 1927 . 

. . 3,207,000 ' 

14 Jan. 1928 . 

. 2,364,000 

23 Oct. 1937 . 

. 4,864,000 

30 Oct. 1937 • 

. . 3,628,000 

23 Nov. 1937 . 

. 4,830,000 

31 Dec. 1937 . 

. . 6,192,000 

22 Jan. 1938 . 

. 4,835,000 

31 Jan. 1938 . 

. 5,385,000 


The monthly fluctuations detailed above were caused 
mainly by rediscounts for commercial banks and other 
financial institutions, and these rediscounts also repre- 
sented by far the major portion of the Reichsbank’s dis- 
counts and advances. For example, in 1927 and 1928 the 
bills discounted directly for account of commerce, industry, 
agriculture, etc., represented on an average less than 25 per 
cent, of the total bill holdings of the Bank, and in 1935 
and 1936 the average was less than 10 per cent., but in 
the latter period the total bill holdings were double those of 
the former. Moreover, direct accommodation to the State 
was relatively small, as it was severely restricted under 
the new Bank Law of 1 924. At the end of 1 9 3 6 and 1937 
the Bank’s holdings of Treasury paper amounted only 
to 62,300,000 and 1 1 8,600,000 reichsmarks respectively. 

The fluctuating element was provided mainly by the 
rediscounts. As is recorded in the Annual Report of the 
Reichsbank for ig28, “the bills came mostly from the 
banks and other financial institutions, and these mainly 
determined the volume of the Bank’s holdings’’, while 

^ The figures were obtained from the weekly statements and annual reports 
of the Rdchsbank and comprised the items “inland bills and cheques” and 
“advances against collateral”. They included, therefore, accommodation to 
the general public and the Government as well as rediscounts for the com- 
mercial banks and other financial institutions. 
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‘‘the direct presentations from other sources (trade, 
industry, agriculture, handicrafts and other circles requir- 
ing credit) remained almost unchanged both as regards 
amount and maturity”. 

South African Reserve Bank 
The rediscounting operations of the South African 
Reserve Bank during periods when the cash reserves of 
at least some of the commercial banks tend to fall below 
the legal minimum, afford an excellent demonstration of 
expansion towards the end of a month and contraction 
after the beginning of a month, owing principally to the 
withdrawal of note currency for monthly payrolls and 
other payments and the return of notes with the pay- 
ment of shop accounts and other disbursements. The 
following table shows the fluctuations of the domestic 
discounts ^ and advances (other than advances to the 
Government) in certain periods of 1931 and 1932: 


Date. 

19 June 193X 

30 June 1931 
10 July 1931 

31 July 1931 

14 Aug. 1931 
31 Aug. 1931 

15 Jan. 1932 

30 Jan. 1932 
19 Feb. 1932 
29 Feb. 1932 
18 Mar. 1932 

31 Mar. 1932 
15 Apr, 1932 


Domestic Discounts and 
Advances by Soutb 
African Resenre Bank. 

L 

. 516,000 

. 1,545 000 

. 506,000 

. 760,000 

. 404,000 

. 1,215,000 

. 2,099,000 

. 3,622,000 

. 1,824,000 

. 5,365,0002 

• 3»57o.ooo 

. 4,405,000 
. 1,584,000 


1 The discounts included some discounts of trade bills and Treasury bills 
for the general public, but the bulk of discounts and advances at the end of 
the month represented rediscounts for the commercial banks. 

» The high figure reflects the effect of heavy mining tax paymente which 
are regularly made at the end of February and go to the credit of the Govern- 
ment’s account at tbe Reserve Bank. Moreover, the high average figures 
during this period show also the effect of the exportation of capitri consequmt 
upon the depreciation of sterling, whUe the Union of South Africa adhered 
to the gold standard till the end of 1932. 
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The Central Bank as the Bank of 
Bank of England 
In the case of the Bank of England the fluctuations of 
redisraunts are in normal times prominent only in June 
and December, owing to the custom of half-yearly 
window-dressing by the commercial banks which call up 
some of their loans to discount houses and bill brokers 
in order to show a relatively strong cash position at the 
end of the half-year, thereby forcing the latter to borrow 
from the Bank of England over the end of the half-year.* 
For example, the following table shows the movements 
of discounts and advances “ by the Bank of England 
during several June-July and December-January pmods 
in recent years: 


Cat 


Djscouols stnA Advance . 
Bank of England. 

II Dec. 

1929 . 

. . . . 8,838,000 

I Jan. 

1930 . 

. . . . 42,171,000 • 

22 Jan. 

1930 . 

5,780,000 

34 June 

*93* • 

* . . . 9,633,000 

I July 

*93* ■ 

. 34»3*9 >ooo 

8 July 

*931 . 

. . . . 7,I02»000 

36 Dec. 

1934 • 

. 7,579,000 

3 Jan. 

*935 • 

. . . . 34,195,000 

9 Jan. 

*935 • 

. . . . 9,041,000 

19 June 

*935 • 

. 5,795.000 

3 July 

*935 . 

.’ . . . 13,488,000 

17 July 

*935 ■ 

. 9,377,000 

33 Dec. 

1936 . 

. . . . 6,448,000 

30 Dec. 

*936 . 

. 17,467,000 

20 Jan. 

*937 • 

8,906,000 


* This did not happen at the end of June and Cecembcr, 1937, and June, 
1938, as the dealers and brokets took advantage of the fact that, vith the aid 
of the margin of eight days allowed between ^otmcnts of Treasury bilk and 
payments therefor, the calendar made it possible for them to avoid having to 
borrow from the Bank on those occasions. On the one hand, they received 
pa3rment for bills maturing during the last few days of the half-year, and, on 
the other, they did not have to pay for their new allotments un^ they could 
borrow the funds from the banks again after the end of the half-year. The 
result was that the Bank had to make ways and means advances to the Treasury 
for a few days until the dealers and brokers paid for their allotments. 

» The figures were taken from the weekly statements of the Bank of Eng- 
land made out every Wednesday and included the discounts and advances for 
account of its private customers. 
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Normally the substantial increases in discounts and 
advances over the middle and end of every year would be 
almost entirely for account of discount houses and bill 
brokers, while the amounts outstanding at other times 
and ranging from about ,^5,000,000 to ,^8,000,000 
would primarily represent accommodation to the Bank s 
commercial and industrial customers, of whom it has 
retained a limited number. “Those individual accounts”, 
as Sir Josiah Stamp ^ said, “were the echo of the past 
when the Bank of England was an ordinary banking 
house.” 

Conclusion. There is one lesson in particular which 
practically every central bank has learnt at one time or 
•another, namely, that central banks should have relatively 
wide powers of rediscounting and lending for use in 
tirhes of emergency. In practice they should be in a 
position to substitute an adequate amount of central 
bank credit for commercial bank credit whenever the 
circumstances render it necessary or desirable for them 
to do so. In normal times, whether central banks have 
wide powers or not, their rediscounting and lending 
operations will tend to conform with certain rules which 
have virtually become central banking tradition. 

For example, it should not be considered necessary to 
stipulate in a law, as was done in ‘the 1932 and 1934 
amendments of the Federal Reserve Act relating to the 
making of advances to the general public and to industrial 
concerns, that the advances should be made only in un- 
usual and exigent circumstances and when credit was not 
obtainable on a reasonable basis from the usual sources; 
or as was provided in the Reserve Bank of India Act, 
that the powers of direct discounts and advances should 
be used only when a special occasion has arisen making 
it necessary or expedient that such action should be taken 
for the purpose of regulating credit in the interests of 
Indian trade, commerce, industry and agriculture. The 
majority of central banks, old or new, do the bulk of 
their business with banks and other financial institutions 

^ Australasian Insurance and Banking Hecord^ February^ p. 140, 



1 24 The Central Bank as the Bank of 

and with the State, and deal directly with the general 
public only to a small extent, if at all, even though many 
of them have full power to deal with the puWic on a 
large scale. It has become a generally-accepted central 
banking principle that^ for the sake of better credit 
control and greater liquidity and in order to secure the 
active co-operation of the commercial banks, a central 
bank should not take part in general banking business. 

Central banks should, however, not be unduly 
hampered by legal restrictions. Frequently the mere 
fact that a central bank has the power and the will to 
accommodate the general public, in the event of the 
commercial banks not fulfilling their duties properly, will 
be conducive to the maintenance of satisfactory banking 
conditions and satisfactory relations between the banks 
and their customers. Moreover, the commercial banks 
themselves must feel that, in the event of an acute 
emergency, the central bank’s powers of rediscounting 
and lending would be wide enough to give them adequate 
accommodation so that they could in turn give the 
requisite accommodation to their customers in order to 
tide them over the emergency. As Burgess ^ said con- 
cerning the legal provision of 1932 which authorised the 
Federal Reserve Banks to make advances to member 
banks against other 'than eligible paper, 

the assurance to all member banks tliat they could, if necessary, 
obtain the credit they required at the Reserve Banks against any 
of their sound assets helped to give them re.Tssurance and courage 
at a time when it was gready needed and placed them in a position 
to lend more freely on ineligible paper. 

With regard to the question of legal restrictions, there 
is something to be said for the imposition of some 
restrictions on the operations of central banks in those 
countries where central banking is relatively new and 
not yet well understood by the public. Provided me 
restrictions are not too severe and conform with the 
practice of bona-fide central banks under abnormal con- 
» Rnerrve Banks an J the Mono' Maiiet, Revised Edition (Hoipcr), pp. 51-*- 
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ditionsj they may serve a valuable purpose in educating 
the public of such countnes up to what a central bank 
should or should not do If, on the other hand, the 
other policy is adopted and the central bank given a free 
hand, it may, in the absence of local central banking 
traditions and owing to the general ignorance regarding 
the essential nature and functions of a central bank, result 
in undue pressure being brought to bear upon the central 
bank by the public for the introduction of certain danger- 
ous reforms or the undertaking of extraneous operations 
From this point of view, restrictions on the powers and 
operations of central banks may be regarded as a necessary 
protection to them 



CHAPTER VII 


THE CENTRAL BANK AS A BANK OF 
CENTRAL CLEARANCE, SETTLEMENT 
AND TRANSFER 

The function of central clearance and settlement has been 
adopted by all central banks either as a matter of tradition 
and convenience or as a duty laid down by law 

It was first developed by the Bank of England about 
the middle of the nineteenth century, after the other banks 
had for years adopted the practice of keeping balances 
with the Bank of England as a result of its being the 
principal bank of issue and the Government’s banker 
According to Sprague,^ it was in 1854 that the plan was 
adopted of settling the differences between the various 
banks at the endof each daily clairing by transfers between 
their respective accounts at the Bank of England 

Thereafter it was ’almost automatically adopted by 
many of the other banks that came to assume the duties 
of a central bank In the case of some central banks, 
however, specific provision was made m their laws that 
they should perform the function of facilitating clearings 
between banks For example, the Central Bank of Chile 
was ordered “to act as a Clearing House for member 
banks in Santiago and other cities of the Republic in 
which It has branches”, and the Bank of the Republic 
of Colombia was enjoined in similar terms The purpose 
of the Reichsbank of Germany and the National Bank of 
Austna was stated in their laws to be, inter aha, “to 
faalitate the clearance of payments”, and that of the 

1 As Editor of Dunbars Theory and History of Banhng (Third Edition), 
P 87 
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National Bank of Hungary “to facilitate the compensation 
of payments”. In Australia, apart from the Common- 
wealth Bank being required to act as the bank of central 
clearance and settlement, statutory provision was even 
made that the settlement of balances between banks 
had to be effected by cheques drawn on and paid into 
the Commonwealth Bank In various other cases the 
charters or laws make a specific reference to clearing- 
house operations or clearing facilities, but only as a 
permissive authority and not as a statutory injunction 
A distinction must, however, be made between central 
banks operating in countries where the commercial banks 
themselves have established elaborate clearing-house 
institutions with constitutions and premises of their own, 
and those in aieas where no such elaborate institutions 
have been set up by the commercial banks In the 
former cases the central bank, apart from its being a 
member of the local cleanng house, ordinarily has to 
perform only the function of settling the differences 
between banks at the end of each clearing or at the end 
of the day, whereas in the latter it usually provides for 
clearing-house accommodation and supervision as well as 
for the settlement of balances 

Although not usually regarded as a particularly 
important function, central clearance and settlement is 
looked upon as a necessary or a natural function of a 
central bank Shaw ^ refers to it as a matter “of course” 
and maintains that “a central bank will operate as the 
clearing house for all its member banks as a mere matter 
of mechanism or of bookkeeping” In short, as the 
central bank became the custodian of the cash reserves of 
the commercial banks, it was an easy and a logical step 
for It to assume the duty of acting as a settlement bank 
or a clearing house for the other banks Kisch and 
£lkin 2 say that it is for the central bank “to set up an 
expeditious and economical machinery for the clearance 
of drafts and settlement of internal accounts”, and that 

‘ Theory and Pnnctpks tf Central Banitng p icj 

" Central Banks (Fourth Edition), p 144 
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“as holder of the balances of the commercial banks a 
central bank is specially qualified for this duty ’ 

As examples of those who consider that it is a very 
important function of a central bank, the views of 
Jauncey ^ and Willis * may be quoted Jauncey holds 
that “clearing is the main operation of central banking , 
and says in another instance, with reference to the 
statutory provision which compels all commercial banks in 
Australia to clear through the Commonwealth Bank, that 
“internally, then, the bank has the most important 
feature of central banking” Willis expresses the view 
that 

the clearing function, with its anallary elements, is among the 
most significant of central banking functions and is one for which 
only a very incomplete substitute may be found through resort to 
other expedients 

One may, however, fully endorse the view that a perfect 
system of clearance and settlement can only be obtained 
by centralising such operations in the central bank with 
out subscribing to the view that it is one of the most 
important functions of a central bank, as compared, for 
example, with those of the control of credit and the lender 
of last resort 

Meaning and Stgnficance of Central Clearance and 
Settlement As'the commera^ banks keep a large part 
of their cash reserves on deposit with the central bank, 
whether by tradition or law, and thus always have an 
account with a substantial bdance in that institution, it 
follows that settlements between the banks can most 
easily and conveniently be effected on the books of the 
central bank by means of debits and credits Over any 
period the cheques and drafts drawn on any bank and 
presented by other banks on behalf of their customers for 
payment tend to approximate closely the cheques and 
drafts on these banks received by its own depositors, but 
the daily balances between such banks may vary con 

^ Austraba s Government Bank pp i66 and i68 
Theory and Practice of Central Banking p 359 
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siderably, and such balances can best be adjusted by 
means of debit and credit entries in their respective 
accounts in the central bank. Should the clearing go 
heavily against some banks at any time, to such an extent 
that their balances with the central bank fall below the 
minimum prescribed by law or maintained by tradition, 
they can rediscount with the central bank for a few days 
if they expect the clearing to swing in their favour again 
soon. In fact, apart from withdrawals of notes, this is 
one of the more general reasons for rediscounting. 

While the practice of facilitating settlements between 
banks on the books of the central bank is a comparatively 
simple operation, it is one which is of great convenience 
to the banking community and of some significance in 
economising the use of money in banking operations, 
especially where the central bank has branches in various 
parts of the country. It also tends to strengthen the 
banking system of a country and, as Sprague ^ says, “to 
reduce the withdrawals of cash during a crisis”. 

Moreover, Willis ® emphasises that a system of clearing, 
organised and solidified by the central bank, 

is not only a means of economising cash and capital, but is also 
a means of testing at any time the degree of liquidity which the 
community is maintaining , — a matter which it is essential for the 
central bank to know from day to day. • 

He even goes as far as saying that “the attitude adopted 
[throughout his book] has been that of treating clearances 
as a test of liquidity”, and that 

the bank performs its characteristic function by determining what 
classes of goods are to be admitted to the field of exchange and the 
process of clearing indicates the extent to which the judgments 
which have' thus been registered by the bank have been sound, 
or at least in accordance with the judgments of other elements 
in the productive processes of the community. 

This may indeed be overstating the case for the clearing 
proems as a test of general liquidity in the community; 
but It IS nevertheless true that the function of central 

Op- at., p. loi. * Op. dt., pp. 343 and 359. 
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clearance and settlement affords the central bank a 
valuable means of ascertaining the relative trends of the 
operations of individual banks from the point of view of 
the liquidity of their assets. 

Bank of England as Settlement Bank 
In England there are independent clearing houses in 
London and in eleven provincial towns, in seven of which 
the Bank of England has branches. In London the 
Bank of England is a member of the London Clearing 
House, and the Clearing House as well as the commercial 
banks have accounts at the Bank of England. At the 
end of each day the debit or credit clearing balances of 
the banks are settled by means of payments to or from the 
Clearing House through the medium of their accounts at 
the Bank of England. In the seven pro-wncial towns 
where the Bank of England has branches, the branch of 
the Bank is a member of the Provincial Clearing House, 
while the Clearing House and the branches of the com- 
mercial banks have accounts at the branch of the Bank 
of England, and the daily differences are settled by pay- 
ments to or from the Clearing House through the medium 
of accounts at the branch of the Bank. As regards the 
four towns where there are Provincial Clearing Houses 
but no branches of* the Bank, differences are settled 
between the head offices of the banks in London in the 
same way as differences in the London clearings. 

A more or less similar procedure, with modifications 
depending upon local circumstances, is followed in the 
United States, France^ Holland, Sweden, Denmark, 
Japan, etc., where independent clearing houses are 
operated in the principal cities. 

Special Conditions in Some Countries of Europe 
In those countries of Europe where the system of pay- 
ments by cheque or transfer and of clearings between 
banks developed very slowly, the central bank was 
obliged, as Lemoine » said of the Bank of France, “to 

» Toreign Banking Systems , edited by WiUis and Beckhart, p. 550. 
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follow, in agreement with the Government, a systematic 
campaign in favour of the operations of clearing and 
transfer”. According to statistics cited by him, the 
efforts of the Bank of France between 1919 and 1926 
achieved the quadrupling of the number of clearing 
houses and the trebling of the turnover of the clearing 
houses and of the transfer of fxmds by the Bank of France. 
In fact, the lack of adequate transfer facilities in France 
has been submitted as one of the main reasons for the 
establishment by the Bank of France of a network of 
branches and agencies all over France. 

This is also true of Germany, where the Reichsbank 
has since its inception used its vast network of branches 
and offices (now 455 in number) for the purpose of 
promoting payments by transfer throughout Germany 
either free of cost, not only for banks and other financid 
institutions but also for members of the general public 
who have current deposit (“giro”) accounts with the 
Reichsbank, and at a nominal charge for those who do 
not have “giro” accounts. 

For example, in 1937 the total turnover of the transfer 
business (Giroverkehr) of the Reichsbank was as follows 



Incomings. 

Outgoings. 


Number. 

Amount. 

Number. 

Amount. 

Cash Payments . 

1,846,000 

R.M. 

zz,izi,7 11,000 

1,953,000 

R.M. 

23.457.9 tSiOoo 

Customer Ac- 
counts . . 

4,062,000 


4,278,000 

146,406,108,000 

Local Transfers . 

10,682,000 

169,399,873,000 


tS9.399.872.ooo 

Transfers from or 
to Branch Offices 

I'6,658,ooo 

90,982,674,000 


87.526.915.000 

Total . . 

33,248,000 

426,826,377,000 

26,817,000 

426,790,811,000 


It will be observed that the transfer business of the 
Reichsbank has grown to enormous dimensions, and that 

‘ Annual Report of the Reichsbani for 1937, pp. 1 5 and 28. 
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almost 95 per cent, of the total turnover in 1937 was 
effected without cash changinjj hands. Economy of 
cash was, in fact, one of the main reasons for the intense 
activity of the Reichsbank in the “giro” business. 

Moreover, owing to the slow development of clearing 
facilities between banks, the Reichsbank has established 
clearing houses at its head office in Berlin and at its 
branches in the principal towns. 

In such countries as Holland, Belgium and Hungary,' 
where the “giro” system of transfer through the State 
postal and telegraph services was well developed and 
largely performed the function of the bank cheque, the 
central banks were not originally called upon to the same 
extent as in France and Germany to facilitate transfers 
for the general public. In due course, however, they 
also decided upon a more active policy in promoting 
payments by transfer either free of cost or at a nominal 
charge. 

Special Functions of Federal Reserve Banks 

Before the establishment of a central banking system 
in the United States, where there are thousands of 
independent unit banks instead of a small number of large 
banks with branches all over the country as is now the 
case in most countries, a great deal of expense and delay 
was suffered ifl connection with the collection of cheques 
drawn on banks in other towns of the United States. It 
was customary for the paying bank to charge an exchange 
commission on cheques drawn on it and presented for 
payment by a bank in another town. Sometimes," owing 
to lack of the necessary arrangements, for example, as 
between banks in the smaller towns, various banks had 
to be employed before payment was finally effected. 
This was known as “routing of cheques”. The exchange 
commission charged by banks was justified by them on 
the ground that, in order to pay their “out-of-town 
cheques”, they had either to ship currency to distant 
points or maintain balances there. 

Soon after the Federal Reserve Banks commenced 
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operations, they sought to bring about radical reforms in 
the handling and collection of cheques, and also of bills 
and drafts. Within two years they organised a nation- 
wide system of cheque collection, based on payment of 
cheques at par. Through the twelve Reserve Banks and 
their branches, and through the reserve balances and 
accounts which each member bank had to keep with its 
Reserve Bank, the Federal Reserve System provided the 
requisite network for the speedy and efficient handling 
and collection of cheques all over the United States. 

Under this nation-wide plan a Reserve Bank or any of 
its branches accepts from the commercial banks cheques 
for collection at par in any of the towns within its area of 
operation or within that of any other Reserve Bank' or 
branches thereof. The account of the collecting bank 
with its Reserve Bank or branch thereof is credited, while 
the account of the paying bank with its Reserve Bank or 
branch thereof is debited, without any charge whatever, 
although they may be situated 3,000 miles apart, as 
between the Federal Reserve Bank of New York and that 
of San Francisco or between the Buffalo branch of the 
former and the Los Angeles branch of the latter. As 
between one Reserve Bank and another settlement is 
effected through the medium of debits and credits in the 
inter-district settlement fund maintained by the Reserve 
Banks with the Board of Governors of the Fe’deral Reserve 
System in Washington. Should there be any need for 
currency shipments owing to a strong tendency for funds 
to move in a certain direction, the Reserve Banks con- 
cerned arrange for such shipments and pay the cost 
thereof. 

Under the Federal Reserve Act the Reserve Banks 
were not permitted to collect cheques on which the pay- 
ing bank charged a commission. Some banks ^ have 
continued to charge such a commission and have, there- 

>• At the end of 1937 all the 6,341 member banks and 5,784 non-member 
banks were on the par list, •while 2,743 non-member banks had not yet joined 
the par collection system, but these were almost entirely small country banks 
(see Annual Report of Board of Gtruemort of the Federal Reserve System for 
m7> P. i9)- 
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fore, remained outside the system of cheque collection by 
the Reserve Banks at par, but the great majority have 
fallen into line therewith. According to Burgess,^ it is 
estimated that 98 per cent, of the cheques drawn in the 
United States are payable at par through the Federal 
Rese^e System. In this connection, however, it must 
be said that it is not the practice to give immediate credit 
in respect of cheques accepted for collection, but that a 
system of deferred credit has been adopted, depending 
upon the time ordinarily taken for the collection and 
transfer of the proceeds. 

Moreover, provision has been made for . telegraphic 
transfers of funds through the Federal Reserve System to 
all parts of the United States, at par for member banks 
when the transfers are made for their own purposes, and 
subject to a small charge to cover the cost of the telegram 
when the transfers are made for them for the accounts 
of other banks or companies and individuals. The pro- 
cedure followed in the case of telegraphic transfers, as 
to debit and credit entries on the books of the Reserve 
Banks and the inter-district settlement fund, is the same 
as for the collection of cheques. Facilities are also 
provided by the Reserve Banks to member banks for the 
collection of bills of exchange, promissory notes and 
drafts, and even interest coupons of municipalities and 
companies. * 

Burgess - emphasises that 

what the clearing house did for city checks the Federal Reserve 
S)rstem has done for out-of-town checks in providing a meaUs of 
systematic handling and thus reducing expense, delay, and risk in 
collections, 
and that, 

since the Reserve System has cut in half the time required to 
collect checks, it has greatly reduced the “interest charge” which 
some banks make for the use of funds represented by uncollected 
checks. 

* Reserve Bonis and the Mariet, Revised Edition (Haiper), p. 99. 

3 Ibid., p. 105. 
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Position at Other Central Banks 

Although the peculiar conditions prevailing in the 
United States and arising principally out of the existence 
of 15,000 independent banks are not repeated elsewhere, 
the clearance, settlement and transfer operations of the 
Federal Reserve Banks have had some influence on other 
central banks, particularly the newer ones which are 
based to some extent on the American model and most 
of which also have extensive areas of operation. They 
do not, however, have the problem of large numbers of 
unit banks, since they have predominantly the branch-bank 
system; and under the latter, of course, the collection of 
cheques is greatly facilitated by means of debit and credit 
entries between branches of the same bank, while the adop- 
tion of central clearance and settlement through the central 
bank has further facilitated and expedited the process. 

Under the branch-bank system, provided the banks 
have a large and well-spread number of branches, the 
central banks are usually not called upon to accept from 
other banks cheques and bills for collection, but they can 
with great benefit provide facilities to the commercial 
banks, and through them to their customers, for transfers 
of funds at par between all important centres. This 
function is performed by many of the new central banks. 
As in the United States, they found exchange commission 
being charged by banks for the collection or payment of 
cheques and for transfers of funds. In both cases the 
banks justified their action on the ground that they 
frequently had to incur the cost of actual currency ship- 
ments ; and in the case of cheques the banks of' several 
countries submitted a further justification for the exchange 
commission on the ground not only that they incurred a 
risk of loss on dishonoured cheques, but also that, since 
most of their advances were made in the form of over- 
draft on current account, their practice of crediting their 
customers’ accounts immediately with the proceeds of 
cheques caused them a loss of interest. 

These banks differed, therefore, from the banks of the 
United States in three respects, namely, that they a 
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network of branches instead of operating only in one 
town, that they gave immediate credit instead of deferred 
credit, and that they made most of their advances in the 
form of overdrafts rather than discounts of promissory 
notes and acceptances. Wherever one or both of the two 
last-named phases prevailed, central banks could not 
inaugurate a nation-wide system of cheque collection at 
par. They could, however, by having branches in all 
the important towns of their countries, establish a system 
of transfers of funds at par for the general public between 
such towns by arranging to make transfers at par for the 
commercial banks and also for the public, should the 
commercial banks fail to provide them with this facility. 

The South African Reserve Bank, for example, first 
arranged to supply notes and other currency (including 
gold currency until the Union of South Africa suspended, 
gold specie payments at the end of 1932) free of charge 
to the commercial banks or their branches at all points 
where it was represented, and also to make telegraphic 
transfers at par for the commercial banks which enabled 
them to mobilise and utilise their available funds efficiently 
and economically. The next step was to arrange with 
the commercial banks to accord the facilitjr of transfers 
at par to the public, subject to a nominal maximum charge 
of 5^., betwe,en all towns where the Reserve Bank was 
represented. Owing to the prevalence of overdrafts and 
the practice of giving immediate credit to customers, 
however, the banks consider that they cannot be expected 
to relinquish the exchange commission on “out-of-town" 
cheques, unless, of course, a more suitable kind of charge 
can be devised. 


Conclusion 

In conclusion it may be observed that all over the w'orld 
central banks have in various ways tried to improve the 
processes of clearance, settlement and transfer in their 
respective countries, and that further improvernerits in 
such processes as a result of central bank action and 
guidance are not at all unlikely. 



CHAPTER VIII 


THE CENTRAL BANK AS THE CONTROLLER 
OF CREDIT 

Any discussion of the control of credit can best be 
conducted by dealing first with the following questions 

(i) Is there any real necessity for the control of credit 
under present-day economic conditions? 

(a) If It IS necessary, should the duty of controlling 
credit in any country be imposed on a Department 
of State or on one banking institution or on all banks 
individually and collectively? 

(3) What is the mam purpose tor which credit should be 
controlled, whether to keep exchange rates stable even 
at the cost of fluctuations in internal prices and 
trade, or to keep the internal price level stable even 
at the cost of fluctuations in exchange rates and trade, 
or to eliminate fluctuations in production, trade and 
employment, after allowing for the normal increase, 
even at the cost of fluctuations in exchange rates and 
internal prices? 

(4) What are the methods or instruments by which credit 
may be controlled? 

(5) To what extent, if any, can credit be controlled 
effectively enough to achieve any of the purposes to 
be aimed at? 

Need for Control With regard to the question whether 
the control of credit is necessary or not, there is almost 
universal agreement on the point that the creatipn and*^ 
distribution of credit under the intricate economic 
organisation now existing in most countries should be 
137 
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1 subjected to some form of control. The main reason for 
this IS that credit has come to play a predominant part in' 
the settlement of monetary and business transactions of 
all kinds and has, therefore, become a powerful force for 
good or evil. In fact, practically all countries of any 
economic importance are, to a greater or smaller extent, 
based on a credit economy rather than a money economy. 
For example, in Great Britain and the United States it is 
estimated that almost 90 per cent, of all payments are 
made by cheque instead of coin and paper money; and in 
both countries the commercial banks are accustomed, 
except under abnormal circumstances, to holding cash 
reserves equivalent to only 10 or ii per cent, of their, 
deposit liabilities. 

^ While there may be dilferences of opinion on the 
degree in which changes in the volume of credit may 
bring about changes in the p urchasing power of mioney , 
all are agreed that there is s ome connection between the 
two and that changes in the latter cause disturbances and 
maladjustments in various parts of the economic structure; 
for example, disturbances in the relationship bet^veen 
debtors and creditors, between producers and consumers, 
between employers and employees, between holders -of 
fixed-interest securities and equity shares, etc. In short, 

I the social and econom.’c consequences of severe fluctua- 
tions in the purchasing power of money during the last 
quarter of a century have emphasised the need for the 
control of credit in one form or another. 

^ Controlling Authority. As regards the question on 
whom the duty of controlling credit should be imposed, 
it is fairly generally agreed to-day that this duty should 
be entrusted to only one authority in a ny_ciHmtry in order 
to have centralised responsibility and control, and that 
the authority should be a bank and not a D epartment of 
State . As the issue or withdrawal of credit is essentially 
a banking function, it follows that the control of credit is 
more germane to a banking institution than to a Depart- 
ment of State. O wing to the social a nd economic 
importance of credit operations, ho wever, the bank which 
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arts as the controller of credit is usually sub<ect_to some 
form of State supervision and participati on, whether 
d irect or indire ^ ^ iiesides linding the function of credit 
control more amenable than would a Department of 
State, a bank would ordinarily, in spite of some State 
control, be also less subject to political influence 

The eictent to'whicn agreement nas been” reached on 
this question is demonstrated by the fact that almost every 
civilised country in the world has either set up a special 
central bank or converted an existing bank into one for 
the purpose, inter aha, of controlling credit in the national 
economic interest 

^ Purpose of Control While there is almost general 
agreement regarding the need for credit control and the 
entrusting ot such control to a central bank vsrith special 
privileges and powers, there is great diflference of opinion 
concerning the mam purpose for which credit should be 
c ontrolle d 

The tr aditional purpose of control, and the one which 
till recent years was the predominant practice in almost 
all countries, was that of keeping exchange rates stabl e 
whatever repercussions might result from the use of the 
methods with which the purpose was usually achieved 

The maintenance of stable exchange rates was accom 
panied at times by severe fluctuations in internal and 
world price levels and by an almost re^ulai series of 
alternations of expansion and contraction of economic 
activities There were frequent discussions, particularly 
in academic circles, regarding the desirability of aiming 
deliberately at the stabilisation of the price level ^ and 
the smoothing out of the business cycle, and some 
attempts were made to achieve this, notably the one by the 
Federal Reserve System of the United States during the 
five years 1923-8, but in general these attempts were 
qualified by the accepted principle that the banking and 
financial conditions of a country should conform primarily 
to the requirements of fixed rates of exchange with the 
principal countries In other words, the price level of 

* I e the level of commodity prices 
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' commodities and the level of production and trade in a 
country were regarded as subservient to the necessity for 
maintaining stable exchange rates If something had 
to give way under difficult conditions, it should be prices 
or business activity first and exchange rates last 

The mam reason for the general policy of fixed 
exchange rates in the past appeared to be the belief of the 
world, after many experiences of serious unsettlement in 
international trade resulting from fluctuating exchange 
rates, that stable exchange rates were of paramount 
f importance for the conduct of mternational trade on the 
largest scale possible, which m turn was considered to be 
one of the prime requisites for the economic welfare of 
nations 

r In recent years, particularly since the world wide 
'suspension of the gold standard, greater prominence has 
jbeen given, not only in academic but also in banking and 
jbusiness circles, to the question of controlling credit with 
(a view to stabilising the price level There are many 
' economists who hold that the stabilisation of internal 
prices IS to be preferred to the stabilisation of exchange 
rates or any other factor if the one is at any time found to 
be incompatible with the other, on the ground that the 
stabilisation of domestic, if not international, prices would 
be most conducive ttf national economic welfare 
■C Their point of view is based, in the first instance, on 
the fact that changes in the pnce level cause a host of 
changes and disturbances in various parts of the economic 
structure, which might in turn bring about serious and 
prolonged maladjustments, with dire economic and social 
consequences to all the countries concerned Stabilisa 
tion of the price level, on the other hand, would, in their 
opinion, eliminate these disturbances and maladjustments 
Moreover, they argue that, while the maintenance of 
stable exchange rates might place any country at the 
mercy of the monetary policy of other countries inasmuch 
as inflationary or deflationary movements in one or more 
of the principal countries would ordinarily be transmitted 
to all countries which maintained fixed rates of exchange 
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with them, the stabilisation of internal prices at the cost 
of fluctuating exchange rates would render a country- 
independent of the monetary policy of other countries ) 
In contradistinction to those who prefer either fixed 
exchange rates or a stable price level as the goal of 
monetary and banking policy, there are those who would 
rather see the authorities aim in particular at the elimina - 
ti on or smoothing out of the business cycl e, which they 
do not regard as purely the resultant of price movements 
In their opinion the attainment of the other two objectives 
IS highly desirable but subsidiary to the maintenance of a 
normal and steady rate of growth in business activity and 
the prevention of booms and slumps In short, from the 
point of view of national economic welfare they consider 
that the maximum benefit is to be obtained by means of 
the third objective, even at the risk of fluctuations m 
commodity prices and exchange rates 
y Methods of Control The methods or instruments 
which may ordinarily be used by central banks for the 
control or adjustment of credit are 

(1) The lowering or raismg of their discount and 
r ediscount rates with a view to lowering or raising 
money rates generally and encouraging the expansion 
or contraction of credit, * 

(2) the buYing ^r selling of Gov ernment s ecurities or 
o ther .public securities in the open market with a view 
to putting additional funds into the market or with- 
drawing funds therefrom, 

(3) the ratiomngji fLcredi t as an alternative or an addition 
to raising discount rates, 

(4) the t aking of “direct action " against those banks 
which borrow from the central bank for too long 
periods and in too large amounts or which have been 
found to make undue use of central bank credit for 
financing speculation or non-essential industries or 
consumers’ credit, etc , 

(5) the use of moral suasion , and 

(6) the use of publicity 
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I n the United States the central banking authorities 
have recently been empowered by law to use two new 
methods, namely, c hanges in the minimum reserve to^ 
KEEt with the central ban k by the commercial banks, and 
c hanges in margin requirements in connection w ith 
purchases of_ Stock E xchange secnritiog. The first of 
these is intended as an additional means of enabling the 
central bank to contract or expand the credit-creating 
capacity of the commercial banks, while the second aims 
I at giving the central bank some control over the volume 
of credit used in the security markets. 

Can Credit he Controlled Effectively? With regard to 
the question whether credit can be controlled effectively 
enough to attain any of the purposes mentioned above, 
various matters come up for consideration. 

In the first place, in order to secure prompt and 
effective control of credit, the c ontrolling aut hority. i.e. 
the central bank, w ould require to h ave_dir_ect-Or i ndire ct 
mean s of access to alhfo rms of credit , not only bank credit 
but also other forms of productive and commercial credit, 
such as book credits, bills of exchange and promissory 
notes. 1 The reason for this is that all forms of credit 
which are used for purchasing commodities, securities or 
real estate, have the same eflPect as money. 

Most of the modern 'economists who advocate control 
of credit for the 'purpose of price stabilisation or business 
cycle control give prominence only to bank credit and 
practically ignore other forms of credit. A century^go, 
however, economists devoted a fair amount of attention 
✓ to the influence of non-banking credit. For example, 
Tooke= pointed out that “the power of purchase by 
persons having capital and credit is much beyond any- 
thing that those who are unacquainted practically with 
speculative markets have any idea of”, and that “applica- 
tions to the Bank for extended discounts occur rarely, if 

» This refeis, of course, to bills and promissory notes which have not been 
discounted by banks. . 

s Inquiry into the Currency Principle, p. 79, and History of Prices, Vol. IV, 
p. 125. 
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ever, in the origin or progress of esctensive speculations in 
commodities”, since “these are entered into for the most 
part, if not entirely, in the first instance, on credit for the 
length of term usual in the several trades”. Moreover, 
John Stuart Mill ^ stressed the point that “people make 
purchases with money not in their possession” and that 
“the amount of purchasing power which a person can 
exercise is composed of all the money in his possession 
or due to him, and of all his credit”, while “speculative 
purchases are not, in the great majority of cases, made 
either with bank-notes or with bills, but are made almost 
exclusively on book credits”. 

In modern time s such writers as Lewinski, Leaf, 
Anderson and Dunkman have given due Weight to non- 
banking credit in their discussion of monetary policy. 
Walter Leaf,® the English banker, said that the banks 
have little or nothing to do . . . with the constant volume of credit 
which is kept afloat by the aggregate capital of the trading con- 
cerns of the country — ^the standing amount which all industrial 
and commercial businesses, from the producer to the retailer, carry 
on their books as an asset in the form of debts due to them. 

Professor Lewinski,® the Polish economist, points out 
that “a rise of prices is always in its first phase accom- 
plished without a resort to bank credit, the increased 
demand for goods being efFected* with the aid of book 
credits, bills of exchange, etc.”, and maintains that "the 
great boom after the Armistice in the United States 
was not created with the assistance of banks but was 
financed with the help of book credits”. Anderson,® 
an American bank economist, in criticising Fisher’s 
omission of book credits from his equation of exchange, 
says that 

if buying and selling are what county if prices are forced up by 
the oflFer of money or credit for goods, and forced down as the 

^ Principles of Political Economy (George Rondedge & Sons, Ltd.V pp -irS 
and 362. ' " 

® Banhng (Revised Edition), pp. pz-s. 

“ Mon^, Credit and Prices, pp. 66 and 15. 

* The Value of Money, pp. 108-9. 
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amount of money and credit offered for goods is reduced then 
one ^change must count for as much as any other of like mae- 
nitude in fixing pnces, ® 

and Professor Dunkman,^ another American economist, 
points out that “too much attention has been devoted to 
instruments of bank credit — deposits and notes — ^to the 
exclusion of commercial and private credit instruments” 
and that ’ 

in both fields, too great importance has been attached to the 
matenal embodiments of credit transactions — notes, drafts, and 
checks — and too little to the potential power of persons and 
corporations to acquire goods and services without paying for them 
immediately 

In practice book credits, bills and notes have been 
found to play a very important part in the financing of 
commerce, industry, agriculture, commodity and secunty 
markets, etc , and all bankers are aware of their influence 
on prices and on the volume of production and trade 
It may be submitted that these credits are not entirely 
unconnected with bank credit, since some of them are 
based on bank credit to a larger or smaller extent depend- 
ing upon the financial position of business men and the 
state of business For example, the credits extended by 
wholesale dealers to retailers consist partly of their own 
trading capital 'and pardy of credits granted by manu- 
facturers or jobbers, the remainder, if any, consisting of 
discounts and advances by their bankers , and the amount 
of credit required from their bankers by these wholesale 
dealers would depend largely upon the particular phase of 
the business cycle at any given time During a trade 
depression they may not require any assistance from their 
bankers, during a period of revival of business activity 
they may apply for small advances, and during a boom 
period they may be indebted to their bankers for con- 
siderable amounts. 

While book credits are not entirely divorced from the 
effects and repercussions of the operations of central 

1 Quabtateve Credit Control, p 37 
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banks, the y may, for purposes of effective a.nd promp t 
hp. re ^rdcd as beinfif beyond the radius 
of ytion of central banks During a large part of theJ 
business cycle the banks may be called upon to take only 
a relatively small share of the financing of production 
and trade and would, therefore, not be able to exercise a 
direct influence on business and price movements at all 
times , and what the commercial banks cannot accomplish 
through their normal operations, central banks cannot 
do through theirs It is true that the moral infl uence of_ 
a central bank may have a hearing on b u siness enterprise 
and psychology ewn at times when many business men 
do not require assistance from the commercial banks, but 
this must be regarded as an iai£eilain-quaritity--yaryirig 
n ot only at Hiffprpnt tim e s in the -same-CQnntry but also as 
between one c ountry and anot he r , depen d inff - unfin . th e 
p restige of the central bank and th e make-up of the 
financial structu re 

*■ 'i hus. It may be said that the power of central banks to 
control credit is impaired at least to the extent that book 
and other trade credits which are not based directly on 
bank credit are used in business and speculation 

With regard to bank credit, it may be said that all 
forms of bank credit fall withm the possible range of 
influence of central banks, but even here difficulties and 
resistances may be encountered by central banks Some - 
ti mes not a l l the banks op erating in a cou ntry_hav p. dir_fir<- 
r elations witETthe central ban k, such as keeping deposits 
with the central bank voluntarily or in the form of/ 
minimum reserves prescribed by law and rediscounting 
with the central bank whenever their available funds 


are insufficient for their business For example, in the 
United States more than one-half of the commercial 
banks in number and almost one-fifth m resources are 
outside the Federal Reserve System Th«_^fficulty, 
h owever, can be removed by law if-o o fe-by" custom, and 
need, therefore, not be inherent la. 
contro l 

Even if all the banks in a country were to be members 


I 
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j of the central banking system, there are still limits to the 
J efficacy of central banking action The commercial 
banks may co-operate with the central bank or they may 
not, depending upon whether they accept the leadership 
of the central bank in financial matters generally or not 
or whether they agree with the central bank in a particular 
line of action or not It follows that, if they did not 
CO operate with the central bank, the control of credit by 
the latter would immediately be rendered very difficult, 
but e ven if th^ did co operate whole heartedly, while 
c ontrol would then certainly be less difficult, there would 
s till be serious difficulties to be f acecLm controlling, the 
n on^anking elemente in the financial stmctnrft 
t ho ultimate distribution and use of bank credi t The 
/ Federal Reserve Board i of the United States have 
referred to “the multifarious conditions and circum- 
stances that affect the temper of the business community” 
as being beyond the radius of action of the central bank, 
and to “the movement of credit at any given time having 
a momentum which cannot be immediately changed” 
t The ultimate use of credit is one of the most elusive 
f actors in central banking cont rol In the first place, 
central banks cannot always control the use of central 
banking credit by the commercial banks The latter 
may submit genuine vrade bills for rediscount, the pro- 
ceeds of whicK may be used indirectly for loans to stock 
or produce brokers T he borrowing bank may, fo r 
example, ap ply the funds "s^irtly to commercial loans, 
but the funds may flow to non-borrowing banks whicH 
employ th em as a "basis for specuIative~loa ns Neither 
c^”the commercial banks always control the purpose 
for which their credit is used IV^rchants may d iscount 
b ills wi th their bankers or borrow f rom them on th eir 
g eneral~lecurity ost^sibly foT theif ~riormal~^bn5Ine ss 
t ransactions, but may use the funds ultimately f or 
cp firulatinn m the stocIT m a rket or in real' estate, or "the 
funHs in question ma y fin d their way into specu jafave 
aclmt ^Tfir^i^Brifa and fourth parti es Moreover, 
1 Anmed Report for 1923, pp 4 and 3 1 
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b rokers. or_the general public may-b&fFOW from their 
bakers on sound dividepcl-pa ying stocks~in~ order to 
buy highl^speculative mining stocks. 

Thus, even "in the' unlikely ewnt of a central bank/ 
succeeding in its endeavour to prevent its credit being 
used by commercial banks for other than commercial 
purposes, there would still be the d ifficulty of preventi ng 
th e indirect use of commercial banking cred it by mer- 
ch^ts, manufacturers and others either foF speculative 
loans or for speculative dealings for their own account. 

The importance of the p ersonal elem ent in matters 
pertaining to credit control appears to have been grossly 
u nderrated by most advocates of monetary reform 
schemes. The controller of credit is constantly con- 
fronted with the action, reaction and interaction of human 
factors which cannot always be accurately determined. 
As McLaugh lin, the American bahker, said, “the prin - 
cipal tactor in credit is a state of mind ", and “ you canno t 
control credit . . . until you can control p ubliG-epinion”. 

It should be clear, therefore, that under the modern 
complex economic organisaHon central banking control 
could not be effective at all times and in all circumstances. 

It is not intended, however, to convey the impression 
that because of this a central bank should never deliber- 
ately attempt to control credit. The intention is merely 
to show the limitations of credit control with a view to 
establishing the point that in general a central bank would 
be well advised not to aim at any more than what it 
knows from its own experience and that of other central 
banks to be capable of attainment under favourable 
circumstances. By attempting to achieve too much a 
central bank would probably find that failure has tended 
to make matters worse than they would have been without 
any such attempt. Failure in monetary affairs breeds^- 
distrust on the part of the public, and public distrust is 
fatal to central banking control. 

Yet in any ambitious scheme for the stabilisation ofl 
prices or of the business situation by means of credit | 

* American Banters' Association Journal, August, 1936. 
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icontrol, not only effective but also continuous control 
Vwould be essential 

Control of Price Level With regard to the quanta 
tative aspect of credit contro l, various assumptions^#., 
t o be mad e before one can endorse the view of 
economists that central banks have it within their power 
to control the level of commodity prices by bringing 
about the requisite decrease or increase in the quantity 
of money ^ according as price indices show or are esti 
mated to show an upward or downward trend, with a view 
to promptly offsetting such trends One must first 
assume that i t is possible to constmct tndippc; nf pi-i^f.o 
so accurately and promptl y that they can be used as an 
effective guide for the purpose in view, secondly, that 
t here is a close and consistent relationship between the 
q uantity of mon^ and the pnce lev el, and thirdly, that 
central banks are always able to bring about the con 

traction or expansion of the quantity of money unme 

diately and to the exact extent desire d In practice, how 
ever, not one of these assumptions is found to be fully valid 

The making of index numbers can, of course, be 
i greatly improved upon from time to time, but, as they 
must cover a completely representative range of com 
modities correctly weighted at any given tame and be 
promptly available for the purpose of control, they will 
^ always be subject to some degree of error, however small 
Ut may ultimately come to be A further defect arises 
' from the fact that a price index may tend to rise for no 
other reason than a rise in the prices of a few commodities 
owing to a crop failure or some other cause of temporary 
scarcity, or that it may tend to fall for no other reason 
than a reduction m workrag costs per unit of output 
resulting from technical inventions and improved 
efficiency 

Moreover, there is no close or consistent relationship 
I between the quantity of money and the level of com 

» 1 e the med a of exchange ftraper and metallic currency in circulauon 
and bank depos ts also frequenUy referred to as depos t currency or bank 
money) 


The Central hank as the Controller of Credit 149 

modity prices, and there are various reasons for this lack! 
of correlation To begin with, bank credit is, as stated] 
previously, not the only kind of credit that is used for' 
the purchase of commodities, nor is bank credit used 
only for the purchase of commodities It is also em- 
ployed in connection with the purchase of other objects,-' 
such as real estate, securities and services For example, 
an increase in the volume of bank credit may be accom-. 
panied by a decline in the level of commodity prices, 
owing to a rise in the prices of securities and real estate, 
or a decrease in the volume of bank credit may be accom-^ 
panied by a rise in commodity prices, on account of a 
decline in the prices of securities and real estate 
Lewinski ^ gives an example from Poland, where the 
quantity of money in circulation was halved between 
1913 and 1925 while the index of wholesale prices rose 
by 36 per cent The Stock Exchange index and the 
prices of immovable property, however, showed a con- 
siderable decrease In the United States, during the 
years 1923-9, when an enormous expansion in the 
volume of bank credit took place, the level of commodity 
prices registered only minor fluctuations, but the prices 
of Stock Exchange securities and real estate showed a 
sensational rise 

An other factor is the veloc ity* o f the, circulation of 
mone y, which is a variable and not a constant, as~iome 
exponents of the quantity theory of money have assumed 
for the purpose of their equations These equations 
may be helpful as a means of explaining the existence of 
some relationship between the quantity and velocity of 
money, on the one hand, and the volume of trade and the 
price level, on the other, but they do not provide any real 
clue to the solution of the problem of controlling the 
price level by controlling the quantity of money, since 
the other two factors of the equation, namely, the volume) 
of trade and the velocity of the monetary circulation, are 
variable phenomena and do not lend themselves to) 
control 


Op cit,pp 21-3 
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j velocity of circulation of note or metallic currency 

lor bank deposits is largely the resultant of human 
I reactions Ordinarily it tends to increase during periods 
of expanding business activity and rising pnces, and to 
decrease during periods of declining business activity 
and falling prices Sometimes these tendencies may be 
capable of being reversed by sharp changes in money 
rates, and not at other times Sometimes also an in 
creased velocity of circulation may be capable of being 
offset to a large extent by a contraction of bank credit 
and a reduced velocity by an expansion of bank credit, 
but It has happened on various occasions in different 
countries that a contraction of bank credit was largely 
nullified by a further increase in velocity, and an ex 
pansion of bank credit by a further reduction in velocity 
In general, while tlie central bank can make allowances 
for the recognised tendencies of the velocity of arcula 
tion in determining its monetary policy, it cannot effec 
tivel} counteract them as a general rule, not only because 
the rate of increase or decrease in the velocity cannot be 
accurately predetermined, but also because there are other 
factors besides the quantity, cost and velocity of money 
which determine prices 

At various times non monetary factors have been 
knowiT to exeijt a great influence on commodity prices 
For exampleTcli matic and~crop~condi trons, wars, ~p Dlitical 
o r industrial upheav als, chang ^ in production metho ds 
o r in fashio ns, and waves 6F aistrusFand pessimisirT or 
c onfidence and optim ism, are always Ii^le to affec t 
prices, sometimes even in a direction contrary to th e 
movement o t bank credit There are some economists 
who, although they acknowledge the influence of non 
monetary factors on prices, nevertheless hold that they 
can be neutralised by monetary action In practice, 

( however, there are so many non monetary factors con 
stantly at work, whose influence and bearing on the 
price situation cannot be precisely determined, that their 
effects cannot be wholly countered by monetary action 
In other words, n on monetary factors are, in genera l. 



securities if the. initial steps had no effect, and even with 


an i ncrease m thp. Tn immum reserve requirements of th e 
c ommercial bank s, as was recently done* in the United 
States. At certain times, however, all these operations 
together may not suffice to counteract promptly the 
tendency towards overexpansion of credit. The com-j 
mercial banks may have had such large cash reserves and! 
the money market such an abundance of funds that nra 
real credit stringency arises out of the central bank’s) 
operations. Or if some stringency with higher money 
rates does result, the prospects of business and specu- 
lation may appear sufficiently attractive for entrepreneurs, 
investors and speculators to induce them to make still 
greater use of credit notwithstanding the higher rates. 

Similarly, if a central bank desires to counteract fallin g^, 
prices and shrinking business activity, it may lower its 
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discount rate and buy securities and bills, and even lower 
the minimum reserves to be kept with it by the com 
mercial banks, but while these operations will increase 
I the potential credit-creating capacity of the commeraal 
I banks and may lower money rates generally, it does not 
|foIIow that actual expansion of credit and of business will 
result therefrom In fact, credit and business may under 
[go further contraction and prices a further decline in 
the face of the expansionist operations of the central 
bank, for the reason perhaps that confidence has been 
badly shaken by a series of events and that a pessimistic 
outlook prevails regarding business prospects and price 
movements The period from 1930 to 1934 witnessed 
m most countries the utter failure of central banks by 
means of their credit policy and operations to offset the 
effects of distrust, pessimism, contraction and liquidation 
While quantitative control of credit has been shown to 


be beset with many difficulties when it is invoked for 
the purpose of continuous stabilisation of prices, it. 

.p cannot be said that oualitative control anv better 
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measure of quantitative control directly through its own 
efforts and operations, whereas with qualitative control ^ 
it can attain only very little by itself and has to rely 
mainly on the co-operation of the commercial laanks,® 
which, as stated previously, also have difficulty in con- 
trolling the ultimate distribution and use of their credit. 

It is true, of course, that the efficiency of the existing- 
methods of control may be improved upon and new 
methods evolved in the future, and it could, moreover, 
be expected of both central and commercial banks that 
individually and collectively they should explore all ways 
and means of improving their technique of quantitative 
and qualitative credit control. As matters stand at] 
present, however, there is no prospect of effective ctedit 
control being achieved, except under special circum- 
stances and for short periods. 

This is corroborated, inter alia^ by Szymczak,® a 
member of the Board of Governors of the Federal 
Reserve System, who recently said that although 
the means by which credit control may be exercised in the United 
States appear to be very comprehensive and powerful it would be a 
mistake to convey the impression that a perfect control of credit 
will be effected through them. In the first plac^ their application 
cannot be mechanical nor governed by simple unvarying rules. 
Credit and economi c relationships are e^remelv intricatej and the 
c ircumstances under which the need for artinn.arisps are alway s 

The Federal Reserve Board * have also had occasion 
to refer to the impossibility of “combining into any single 
formula the elements of judgment applicable to varying 
credit situations as they arise”, and to express their con- 
viction that “no statistical analysis can ever be a substitute 
for judgment in matters of credit administration”. 

Central bankers throughout the world have found by| 

^ See sections dealing with “direct action and moral suasion” on pages 
256-63 and “changes in margin requirements on security loans” on pages 

» See reference to “co-operation between the central bank and the commercial 
banks” on pages 287-9. 

* American Bankers' Association Journal, April, 2937. 

* Annual Beportfor 1923, p. 36. 
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/ experience that there is no automatic mechanism which 
\ can, in the long run, replace human judgment since they 
I have to deal with human fiictors which are not always 
1 rational or consistent elements in the credit situation 
Statistical analy sis, however, can at times be of great 
assistanc e to human judgment NevertE3essTBe~op«fa- 
✓ tion of unstable and undeterimnable factors in the credit 
situation and the need for human judgment in connection 
with their control introduce opportunities for human 
error which would render it highly improbable that any 
comprehensive scheme of price stabilisation could be 
carried out with success for more than a few years 
With regard to the question whether, assuming that 
credit could be controlled eflfectively enough to stabilise 
prices. It would be economically advantageous to do so, 
the answer is not so simple as might appear at first sight 
It IS self-evident that the maintenance of a stable pur- 
chasing power of money must be a great advantage to 
mankmd, but at various times there might be other con- 
siderations of policy which might be more conducive 
to the general economic interests of the country or 
countries concerned 

y It must be borne in mmd that price plays a very im- 
portant part in economic hfe as a mechanism for facili- 
tating adjustments The classical economists used to 
emphasise the ‘significance of the price mechanism, and 
while many modem economists, m their zeal for a stabi- 
lised price level, are prone to underestimate the function 
of prices, there are others in various countries who fully 
appreciate the importance of price movements to the 
economic structure as a whole 

For example, Lewinski * rightly says that “the price 
mechanism plays an important role in the adaptation of 
production to the wants of the community” and that 
/“an economic organism based on free competition of 
\ individuals could not accomplish its task if the pendulum 
I of price changes were stopped” Anderson,* in ex- 

1 Afoufy, Creda and Prices, p 70 
• Chase Econanue Balletm, June, 1931 
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pounding his view that the disturbance of economic 
ecjuilibrium is responsible for depressions, also emphasises 
that “it is through price changes that a broken equili- 
brium is restored”, and that “competition has its draw- 
backs, but free competitive markets do not carry mistaken 
policies as far as governments or great combines carry • 
them”, since “the early price changes which take place 
in competitive markets give early warning of maladjust- 
ments and permit early steps to be taken to correct 
them”. According to Professor Ohlin,^ the Swedish 
economist, 

a long term policy aiming at an adjustment of economic condi- 
tions will probably have to reckon with fluctuations in certain 
kinds of prices and certain kinds of production as being natural 
and in the long run useful changes in a progressive community; 

and according to M. Jenny,® the French economist, 
“variations in prices are not without utility”, since 
“they permit the tempering of abuses, the checking of 
rash impulses”, etc. 

Moreover, as Gregory,® the English economist, and 
Hayek,* the Austrian economist, have pointed out, 
experience has proved that recurrent dislocations and*' 
grave disharmonies can emerge in the economic structure 
even when prices are stable. For example, the relatively 
stable level of commodity prices m the United States 
from 1923 till the beginning of 1929 was accompanied 
by a sensational boom in the stock and real-estate markets, 
an inflation of bank credit and a tendency towards over- 
production, and was followed by a severe slump not only 
in security and real-estate prices but also in commodity 
prices. With regard to commodity prices themselves 
a stable level does not prevent the occurrence of changes 
in individual price-relationships which tend to bring 
about disturbances of their own. 

Another factor of importance which is usually ignored 

* S<uensha Handelsbanim Index, December, 1933. 

“ hlr/ds Bank Monthly Bemiew, June, 1933. 

® The Gold Standard and Its Future (Third Edition), p. 163. 

* See Prices and Production and Monetary Theory and the Trade Cycle. 
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m discussions on price stabilisation is the point, stressed 
by Greidanus,^ the Dutch economist, namely, that under 
a stabilised price level the settlement of claims and debts 
with a constant quantity of goods does not involve a 
constant sacrifice, since such factors as plentiful harvests 
and an increased industrial output resulting from techni- 
cal inventions and improvements would enable the pro 
ducer to supply the same quantity of goods at a smdler 
sacrifice than in times of scarcity and adversity, and vice 
versa 

Bustness-Cyle Control With regard to the question 
of business-cycle control, the same difficulties confront 
us as in the case of price stabilisation, namely, that 
indices of the volume of production and trade cannot be 
constructed so accurately and promptly that they can 
be used as an effective guide for the purpose in view, 
that there is no close and consistent relationship between 
the quantity of money and the volume of production and 
trade, that central banks are not always able to bring 
about the contraction or expansion of the quantity of 
money immediately and to the extent desired, and that 
qualitative control of credit cannot be applied successfully 
on an extensive or intensive scale 

, With the complicated processes of production, distri- 
bution and consumption obtaining under the present- 
day economic organisation, and the long time that lapses 
between the production of the raw materials and the 
sale of the finished goods over the counter, as well as the 
large number and variety of channels through which 
transactions go, there is a host of opportunities for 
human error It would be practically unpossible for a 
^central bank or any other institution to eliminate over- 
production or other phases of cyclical fluctuations in 
business activity , ^ « . j t 

Stabilisation of Exchange Rates and Gold Standard in 

connection with the stabilisation of exchange rates, on 
the other hand, the world has had a great deal of expen 
ence and the difiiculties encountered therewith have not 
> The Value ofMon^, pp 207-8 
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proved to be insuperable, except during great wars and 
periods of aftermath consequent upon such ^rs. More- 
over, it is the only method which has been internationally 
applied. 

Although there are examples of the stabilisation o f 
exchange rates having been pursued as the official policy 
during periods of suspension of gold payments, the 
statement can be made that in modern time s it h as begn 
a ssociated more particularly with the maintenance o f 
th e gold standard, under which exchange rates could 
fl uctuate~^ly within very narrow limits, the so- called 
“gold^^oints” ; and since during the 60 years ending in 
1931 the gold standard was maintained by the great major- 
ity of countries except for an interval caused by war and 
post-war consequences and ranging from five to 15 years, 
it can be said that the pursuit of stable exchange rates 
was the iprincipal aim of practical monetary policy during 
that period, and that it was carried out with a large 
measure of success, failing only under the stress of 
highly-abnormal circumstances under which any other 
monetary system hitherto known to man would have 
broken down. 

The fact that the gold-standard system and the policy ✓ 
of stable exchange rates have in the past failed only 
under war conditions and the abnormal post-war con- 
ditions resulting from the emergency e^edients em- 
ployed during a w ar, appears to have been overlooked 
by many modern writers and legislators. As the Presi- 
dent of the Netherlands Bank said, “ it seems most un- 
r ^sonable to lay the blame on the gold standard . . . 
i nstead ot on t^ recmr ^ ic and finanaal policies which 
prevented the gold standard from functionin g.!,*; and 
the gold standard is not an independent force, unaffected by the 
factors which govern the world situation, and able to prevent or 
to correct the effects of an unbroken series of economic and 
financial errors.^ 

One has to appreciate the fact that, when a great and 
prolonged war is being waged, a country is compelled 

^ Annual Report of Netherlands Bani for 
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to resort to financial expedients -which in peace-time 
would have been regarded by the same authorities as 
hopelessly unsound and possibly disastrous. Huge 
debts are usually incurred and serious dislocations are 
brought about not only within a country but as between 
one country and another. Moreover, every big wat is 
followed by increased demands for social reform which 
are conceded to a larger or smaller extent depending 
upon political conditions and which increase public 
expenditure and the burden of taxation. Most of these 
measures of social reform tend to make the economic 
structure less elastic and more rigid, and consequently 
less able to adjust itself automatically. 

If, however, after every war or revolution or other big 
upheaval a country faces the issue squarely and seeks to 
bring about a downward economic, adjustment as far as 
is politically and socially possible, and then restores the 
gold standard either at the old rate or at a lower rate in 
the event of devaluation being considered necessarj', 
much less would be heard of the need for managed money 
and the evils of the gold standard. Frequent devaluation 
would, of course, be very unsettling for business and 
banking and subversive of thrift, and would defeat its 
own ends. Devaluation must be regarded as a last resort 
and as the leper of two evils. It can be justified only 
as a necessaiy adjustment after a major disturbance or 
disequilibrium in the economic structure, and the adjust- 
ment-may be considered necessarj' primarily because of 
the modern standards of social welfare and the increased 
rigidity of the economic structure. 

Managed Money. Managed money has come into 
favour largely as a result of the alleged defects of the 
gold standard. While the gold standard, as it functioned 
in the past, was not a perfect mechanism, it cannot be 
held responsible for the severe dislocations in the economic 
life of the world. In fact, it is surprising that the gold 
standard could function at all for a number of years in 
the atmosphere of the post-War period, -with the huge 
burden of war debt, the increased economic nationalism 
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with its numerous trade restrictions and prohibitions, 
the various schemes for the artificial limitation of output, 
the increased intervention and participation of Govern- 
ments in business and finance, the large-scale movements 
of short-term funds, etc. 

It has been said that the results of managed currency, 
in recent years in such countries as Great Britain and 
Sweden prove that it can be successfully applied under 
modern conditions and should be extended in scope 
and application, but i t must_b .e—bQme in mind that-the 

a nd does not prove anyt hing — t a n gible. . Managed 
money requires continuous .an d effective rontrol-oficredk. 
The inherent di fficultie s in the way of credit control, 
which have already been referred to, may be overcome 
for short periods, but in the long run they will foil any 
big attempt at monetary management as such and will 
then tend to exaggerate the evils which it sought to cure. 

Managed money, while it has its place in monetaryi 
and banWng policy and should be applied during inter-l 
vening periods when conditions are against the proper' 
functioning of the gold standard, has its limitations in 
practice. As Burgess ^ said, “there is no magic in , 
monetary management which can absolve mankind from j 
its political and economic sins”. 

Gold Standard. From the practical standpoint, which 
is, after all, the thing that matters, the g reat advanta ge 
of the gold standard, to use the words of A. H. Gibson,® 
is its being “an impersonal controller or ruler, courting 
no special favours or rates from electorates and preventing 
Governments and banking systems from violating sound 
principles of finance”; or, as the Bank of France ® called 
ttj “an i mpartial barometer of industrial and commercia l 
a ctivity, which alone can unmask economic illusions in 
t me and signalise errors ot direction, perhaps with 
b mtahty, but with efficacy ”" In other words, ^e gold 

* Anerican Baniers' Association Journal, August, 1936. 

* London Bankers’ Magasdne, July, *932. 

“ Annual Report for 1931. 




While the gold standard was not so automatic a 
mechanism in pre-War days as is commonly believed to- 
day, i t was_n iore-autnmafi r in its functioning in thnc p 
days than would probably be feasible under the pre- 
vailing economic and political conditions in the world. 
It may be regarded as a deplorable state of affairs, but 
in the circumstances of a relatively closed and controlled 
economy such as we find in many important countries 
to-day, the gold standard, to be acceptable generally, 
would have to be more flexible and subject to a greater 
degree of management and personal discretion than was 
the case with the orthodox gold standard.' In short, 
-/during the period of transition, it would probably have to 
be more of a “managed” tixan an “automatic” gold 
standard until such time as the international political 


and economic conditions permitted of the restoration of 
a more or less free gold standard. 

Managing the gold standard would be like driving an 
a utomobi ie. 'Although literally automobile means self- 
moving, it requires a great deal of sldll and discretion on 
the part of the driver to be manipulated successful ly 
under modern urban traffic conditions. But it provid es 
' ‘ ' ■ - consisten t 






reliabi lit y as time goes on . Managing a paper currency, 
hnwflverj is J iJ« a teacher handling his pi^ ils. They 
^ave whims of their own and may at times rgact quite 
ft-n-rr, -arhut teachcr considers correct and 


1 T^e Gold Standard and Its Future (Third Edition), p. l 
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proper, and may even nullify entirel:gj :he good intentions 
of the teacher. 

From the point of view of theory as well as practice 
the g old standard requi res for its proper functioning over 
long periods a smalls amount of credit control tha n 
does a managed currency, and this is important since 
the control of credit by central banks has been shown to 
be limited in scope and degree. It is clear, however, 
that even under the gold standard, particularly in pre- 
vailing circumstances, central banks should seek to 
control credit to the extent that they can do so, whenever 
the economic interests of their respective countries can 
be bettered by means of such control. 

Moreover, c entral banks should aim at being able t o 
d etermine approximately the extent to which credit' is 
r esponsible for a given situation at. an y t ime as com - 
pared with the operation of nonmonetary facto rs, 
since the relation between the two is very important for 
the purpose of formulating the correct credit policy. 
Anodier factor of importance to c entral ban ks in connec- 
tion with credit policy is to be able to determine th e 
p articular stage of the b^iness cycle at any time, wit h 
a view to deciding not only when to act but what to do 
a nyhow far to g o. 

Extent of Credit Control, The extent to which a central 
bank can control credit in any country is determined by, 
firstly, the stage of development of the local money 
market and the degree of interdependence and contact 
between the central bank and the money market; sec- 
ondly, the proportion of commercial banks which are^ 
active members of the central banking system and their 
relative dependence upon the central bank for redis- 
counts or collateral loans; thirdly, the degree of co- 
operation between. the central bank and the commercial- 
banks; and fourthly, the moral influence of the central, 
bank not only over the banks but also over the other 
financial institutions, the money market, and the stock 
and commodity markets. The central bank, however,) 
can do a great deal towards rendering the environment/ 
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jin its own country more favourable for its operations 
For example, the c entral bank can assist in the 

money market more elastic and efhcien t. and 
responsive its opersftions, or where there is no organised 
and active money market, as is the case in most of the 
younger countries and some of the older ones, the central 
bank c an assist in the establishment and development o f a 
money rriar ket. Moreover, the central bank should, by 
means ot wise leadership, helpful attitude and high- 
principled action, en deavour to secure the active co - 
operation of the commercial banks and increase its 




The Central Bank as the Controller of Credit 163 

from some disequilibrium in the domestic economic 
structure or from some external influence. ^ Contrary to 
the views of several economists, changes in interest rates 
and commodity prices must be recognised as necessary 
instruments for restoring equilibrium, since they operate 
in various ways to correct wrong trends. In other 
words, the suggestion sometimes made that the internal 
credit structure should be permanently insulated from 
movements in the balance of payments would tend to 
exaggerate the wrong trends and aggravate the dis- 
equilibrium. 

In recent years the n p^ratinns nf State -e xchang e con- 
t rol organisations in Great Britain, the United States and 
France, and to a smaller extent in several other countries, 
have established further developments in the technique 
of control designed to insulate the internal credit struc- 
ture from capital and gold movements. In Great 
Britain, for example, the effects of such movements on 
the credit situation are now offset, as a general rule, 
by the sale of an equivalent amount of Treasury bills 
when gold or exchange is purchased by the Exchange 
Equalisation Account, and by the purchase or redemption 
of Treasury bills in the case of an outflow of gold or a 
sale of exchange. In the United States a somewhat 
similar procedure was adopted for a*short period through 
the medium of the Stabilisation and Inactive Gold 
Accounts operated by the Federal Treasury, which 
bought gold with the proceeds of Treasury bills and 
sterilised it for all practical purposes. The only im- 
portant difference between the British and American 
procedures appeared to be that the latter,^ during the 
initial period at any rate, was more automatic and rigid 
than the former. In April, 1938, however, it was 
decided, for reasons of monetary policy associated with 
the trade recession, to abolish the Inactive Gold Account 

^ The automatic operation of the Inactive Gold Account was first disturbed 
in September, 19J7, when an amount of $300,000,000 in gold was transferred 
from the’ Account to the Federal Reserve System in the form of an issue of 
gold certificates to the Federal Reserve Banks, the latter crediting the Treasury 
accounts vrith the proceeds thereof. 




Hmpusc oi t:reuiL anu excnange control, ttie stabilisatio n 
funds might well be retamect even in the event of the 
restoration of the international gold standard ItTtfieir 
present fo r m, however, their continuation would be 
i nadvisab le inasmuch as~it would involv?r^n?ision of 
/ responsibility between the central bank and the exchange 
organisation controlled by the Treasury 

Under the gold standard the central bank is charged 
with the duty and responsibility of maintaining the 
currency of its country at a certain exchange parity with 
other countries, and the stabilisation fund might offset a 
gold or capital movement which m the opinion of the 
central bank should have been allowed to have its effect 


on the internal credit situation There might be some 
justification for retaining the stabilisation funds in the 
form of separate accounts, since under such conditions 
as now prevail in Great Britain and the United States 
the operations for offsetting gold and capital movements 
might involve expenses which could or should not always 
be borne by the central banks, particularly those that are 
not State banks To centralise responsibility, however, 
such accounts should be under the sole management 
and control of the central bank, as is the case with the 
Exchange Stabilisation Account operated and controlled 
by the South African Reserve Bank for the benefit or loss 
of the Union Government 

Another instrument of control which may be more 
widely adopted and further developed to strengthen the 
technique of central banking control is that of giving 
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the central bank the power to increase or decre^e t he 
minimtipi reserves to be kept with the central bank by th e 
commercial banks This power was recentiy granted to 
the J^ ederal Reserve System of the United States and the 
Reserve Bank of New Zealand The former has already 
had occasion to make the maximum use of its power, 
namely, that of doubling the old established minimum 
reserves and thereby removing the bulk of the enormous 
potential credit creating capaaty of the commercial banks 
in the United States based on their previous balances 
with the Federal Reserve Banks 

It was stated previously that under the prevailing 
political and economic conditions a greater degree of 
flexibility in the working of the gold standard would 
have to be assured before certain countries would 
apparently consider the restoration of the gold standard 
The substantial increase m the current and prospective 
production of gold, however, should serve as an im- 
portant factor in facilitating the attainment of the in- 
creased flexibility likely to be demanded from the new 
gold standard 

Co operation between Great Britain and the United 
States The duty of combining a policy of trying to 
minimise fluctuations in the price level and business 
activity with that of maintaining stable exchange rates 
should, of course, devolve mainly on Great Britain and 
the United States, whose central banks and money 
markets dominate world finance and the results of whose 
actions would be transmitted through the gold standard 
to other parts of the world Prior to the Great War 
Great Britain alone held this dominating position 

It has been suggested that the Bank for International 
Settlements should be enabled to become a real central 
bank of central banks and control the working of an 
international gold standard, but if this were to be in any 
way effective it would involve the subordination of the 
monetary sovereignty of individual nations to that of 
the Bank for International Settlements, which it would be 
idle to expect in the present state of intense national 
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consciousness Nor can one visualise any development 
-which -would enable the Bank for International Settle- 
ments to even approximate the attainment of that 
position, although there is scope for the expansion of its 
present useful functions 

Close co-operation between Great Bntam and the 
United States m matters of monetary policy and credit 
control would, therefore, be essential in future to the 
successful working of an international gold standard, 
and the success of the gold standard would depend largely 
on the degree m which th^ can harmonise monetary 
management with fixed exchange rates 



CHAPTER IX 


DISCOUNT-RATE POLICY OF 
CENTRAL BANKS 

P ump tn tliR Oreat War t he Hisrmint rate.-VzasLjempIoyed 
by'caitrarbanira a s their principal instg i mRnt nf cr edit 
control Other methods were used at various times, 
but usually in conjunction with the discount rate and as 
subsidiary or complementary weapons S ince that tim e, 
however, the i mportance of the discourit rate as an el e- 
ment of credit policy has dec lined relatively to other 
methods of credit control 

Evolution of Discount Rate Policy The discount rate 
of the Bank of England (called Bank rate) was first used 
as an instrument of credit policy in 1839 

Prior to that date Bank rate was either 4 or 5 per cent 
When the market rate of discount tended downwards, the 
practice of the Bank was not to fSllow it. below 4 per 
cent , although the result was that it did not get any bills 
for discount until the market rate returned to 4 per cent 
The absence of the Bank’s competition for discounts 
under these conditions had the effect of checking the 
downward trend of the market rate and reducing the 
fluctuations of discount rates On the other hand. Bank 
rate could not exceed 5 per cent owing to the operation 
of the usury law, which was, however, relaxed in 1 833 to 
the extent of exempting bills of exchange of up to three 
months from the legal restriction, followed a few years 
later by extending the exemption to bills of any currency 
When the Bank was still prohibited by the usury law 
from raising its rate beyond the maximum of 5 per cent , 
It had to adopt other methods of restricting the demands 
167 
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for accommodation made upon it m order to protect its 
gold reserve and maintam the exchange value of the 
currency These other methods were the rationing of 
credit by limiting the amount available to each applirant 
and the shortening of the currency of bills eligible for 
discount Both these methods invariably eliated severe 
protests 

In 1839 Bank rate was raised first to si per cent and 
soon after to 6 per cent This method of control was, 
however, not solely relied upon on this occasion, as it 
was accompanied by a reduction m the eligible currency 
for bills from 95 to 30 days for a brief period In the 
following year the policy of shortening the eligible 
currency was again employed, but as an alternative and 
not an addition to an increase in Bank rate ^ 

It was not until after the Bank Act of 1 844 was brought 
into operation that the Bank came to re^y upon changes 
in the Bank rate rather than upon changes in the ehgi 
bility of bills accepted for discount or any other means as 
Its primary instrument of credit control Moreover, it 
was decided to abandon rationmg of credit as a possible 
method of credit restriction in times of monetary stnn- 
gency The Bank was gradually developing in the 
direction of accepting the position of being the ‘lender 
of last resort”, and such methods as credit rationing and 
shortening the currency of eligible bills m a crisis were 
clearly difiicult to reconcile with the duty and responsi 
bility of the “lender of last resort” 

The crisis of 1847 furnished the first real test for the 
employment of Bank-rate policy as a weapon of defence 
Bank rate was raised to 8 per cent in that year “The 
high Bank rate was”, as Hawtrey’ said, “intended to 
substitute a natural deterrent for the arbitrary limitation 
of discounts upon which the Bank had been relying , 
and “was indispensable for reconciling the function of 
the Bank as lender of last resort with its responsibility 
for maintaining the gold standard” 

1 King History of Lmdm Discasmt Atarket, pp 68 and 80-2 
” Art of Central B<oihng,TS *39 
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Two lessons were learnt by the Bank from the crisis 
of 1 847. The one was that it should not wait too long 
before applying a restrictive credit policy, since the trend 
of credit expansion and speculation could not easily- be 
reversed after it had gained sulEcient momentum, par- 
ticularly if it had been stimulated by a period of cheap 
money. Towards the end of 1844 the Bank had de- 
parted from its former practice of refusing to follow the 
market rate below4per cent. and had reduced its rate from 
4 to 2^ per cent. After fluctuating between 2^ and 3^ 
per cent, up to January, 1847, and contributing towards 
the maintenance of easy-money conditions and the abuse 
of credit, it was raised in order to contract credit, but it 
“did not reach 5 per cent, till April, 1847, when symp- 
toms of crisis were already apparent, and was no more 
than 5^ per cent.^ when the storm broke in October”.® 
The higher rates were introduced too late to be imme- 
diately effective. A panic was developing and brought 
about such a heavy demand for accommodation from the 
Bank and such a severe drain on its reserves that the 
Government intervened and undertook to introduce 
legislation indemnifying the Bank for breaking that part 
of the. Bank Act which required all notes issued by the 
Bank above the fixed fiduciary limit to be covered by gold. 
This was done by the Government in order to enable 
and encourage the Bank to meet the requirements of the 
public by its discounts and advances upon approved 
security, subject to the Bank rate not being less than 
8 per cent. 

The second lesson was that a financial panic could 
easily be brought about by a fear of inability to obtain 
the required accommodation and that it could be 
promptly allayed by the assurance that all requirements 
would be met at a rate. In 1847 the Bank did not 
actually find it necessary to avail itself of the authority 

* The rate of per cent, was, however, a minimum rate applying only to 
verj- short-dated bills of exchange, and higher rates were charged on bills of 
lon^r currency, while the Bank refused to make any adrances on stocks or 
Exchequer bills. (King, op. cit., p. 144.) 

• Hawtrey, op. cit., p. 139. 
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to increase its fiduciary note issue beyond the limit 
imposed by the Bank Act. With the announcement of 
Bank Act the panic subsided. 

The crises of 1857 and 1866 showed, however, that 
full advantage had not yet been taken of the lessons of 
the crisis of 1847. The Bank was quick to raise its 
rate when there was an outflow of gold, but it still proved 
to be tardy in using the Bank rate for checking any 
tendency towards undue credit expansion and specu- 
lation. In other words, it responded prompdy to 
external drains but not to internal drains. It was in- 
clined to wait until the reserve in its banking department 
was too small to meet a critical situation. 

In 1857 and 1866 it was again found necessary to 
resort to the suspension of the Bank Act. In the former 
year the Bank actually had to use the authority to increase 
its fiduciary issue beyond the limit laid down by the 
Bank Act. In 1866, as in 1847, 
money would be available if required appeared to be 
sufficient to relieve the tension. Whereas in 1847 and 
1857 the Government had taken the initiative in sus- 
pending the Bank Act, in the crisis of 1866 the Bank 
took the initiative and assumed the responsibility of 
lending freely. In 1857 and 1866 the Government 
insisted on Bank rate. being maintained at 10 per cent, 
until the need for the suspension of the Bank Act had 
disappeared. 

These crises demonstrated clearly’ the extent to which 
the position of the Bank could be affected by speculation 
and undue expansion of credit, and, accordingly, the 
need for taking steps in good time to protect its reserve. 
The use of Bank rate as the principal instrument of 
credit control was now firmly established. Moreover, 
, the Bank accepted the prindple that, while it should 
do everything in its power to restrain the expansion of 
credit in times of intense business activity and specula- 
tion, it should not attempt to call in loans or restrict 
credit directly in times of stringency, as it had done on 
various occasions up to 1847. On the contrary, 1 
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should be prepared to lend freely in order to relieve 
the temporary strain, but at higher rates with a view to 
confining the demands for accommodation as far as 
possible to those which were most urgent and necessary 
and reducing the ultimate demand for credit. 

In the meantime important changes had taken^ place 
in the nature of the Bank rate. Prior to 1844 
been not only relatively stable, varying only from 4 to 
5 per cent., but also uniform in the sense that all bills 
which were deemed acceptable had been discounted at 
the same rate, irrespective of their currency and quality. 
Since 1844 an elastic credit policy was adopted, the 
rate varying from 2^ per cent, in 1844—5 to 10 per cent, 
in 1857 and 1866, and in 1845 the practice of the 
minimum rate was introduced. In that year it was 
announced by the Bank that the published rate would 
be applicable only to first-class bills ^ of a given maxi- 
mum currency (95 days at that time), while in the case 
of other bills the rate would vary with their currency, 
and their quality. This variation of the rate would no^ 
as a rule, be in accordance with any fixed scale, but would 
be subject to the discretion of the Bank and would depend 
upon circumstances. For example, in one week in 1847 
the range of rates at which bills were taken was actually 
from per cent, (for veiy short bills) to 9J per cent.® 
The principles of an elastic or fluctuating Sank rate and 
a variable or differential rate, with a published minimum, 
were maintained throughout and are still accepted as 
part and parcel of Bank-rate policy. 

Other features of the Bank rate which came to be 
firmly established during the nineteenth century were 
that it should normally be above the market rate, since 
the Bank was the ultimate source of credit to be ex- 
ploited only when all outside sources had been tapped 
and since the Bank rate, therefore, served the purpose of 
a penalising rate; and that while the Bank rate might 
lead the market rate upwards either as a general warn-' 


* Bearing at least two good names, > 
® King, op. cit., p. no. 


\ of which had to be a London acceptor. 
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ing or for the specific purpose of credit contraction, it 
should ordinarily be content with following the market 
rate downwards 

The Bank's policy of normally fixing Bank rate above 
the market rate meant m practice that the Bank did not 
get much discount business except in emergenaes, and 
also that its own customers had a legitimate grievance 
Accordingly, m 1878 the Bank announced that it would 
no longer consider itself bound to adhere to its published 
rate when discounting for its own exclusive customers, 
but would discount for them at or near market rate 
This was not, however, tantamount to a revival of com 
petition, as the Bank’s customers were limited m number 

In a sense, it was eien designed to avoid competition [as Kitig^ 
said], for unless the Bank tvere to relinquish discount business 
entire!), it could not continue to charge rates often far removed 
from the market charge, and the altemanve to quoting different 
rates for customers would have been to make Bank rate — the 
public rate — $. compeutive quotanon 

At the same time it was understood by the discount 
market that it could rely upon the Bank for accommo 
dation not only in times of crisis, but also on any occasion 
of temporary stringency or strain 

The Bank’s position as the central institution of the 
British finanqal structure was now firmly established and 
Its Unctions of leadership and regulation of the money 
market were more generally understood and recognised 
The crises of 1847, 1857 and 1866 had afforded the 
Bank valuable opportunities for acquiring the rudiments 
of a technique of credit control After the crisis of 
1866 there was no occasion on which it was found 
necessary to resort to the suspension of the Bank Act 
until the outbreak of the Great War in 1914 

In 1 873 the Bank had to face a difficult positmn, which 
It handled promptly and successfully, vnth Bank rate 
maintained at 8 and 9 per cent for several weeks Ihe 
following occasion was in 1890, when, as the result 
widespread and excessive speculation m foreign securities 
» King op c t p 29s 
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which led to the failure of Baring Brothers, a serious 
emergency was created. The Bank had already raised 
its rate to 6 per cent., but realising the potential reper- 
cussions of such a failure in the light of its previous 
experiences with failures and panics it undertook, in 
co-operation with other English banks and financial 
houses, to guarantee the payment at maturity of all 
obligations of the failing house. By these means the 
Bank succeeded in allaying public alarm and averting a 
general panic. In the crisis of 1907, which was brought 
about by the financial panic in the United States and 
showed the vulnerability of London as an international 
financial centre with a free gold market. Bank rate was 
raised from 4^ to 7 per cent, within ten days and proved 
to be effective in meeting the emergency 'situation and 
restoring equilibrium within a relatively short period. 

During the pre-War period the Bank resorted to 
various other methods in the performance of its regu- 
latory functions, such as borrowing from the London 
market, raising its buying and selling prices for gold 
within certain limits, and arranging for or accepting 
credits from France and Russia. In general, however, 
Bank rate was relied upon as the main instrument of 
regulation. 

Influence on Other Pre-War Central Banks. The 
experience of the Bank of England with its discount- 
rate policy, and the theory underlying it, were widely 
discussed in the other countries of Europe about the 
middle of the nineteenth century. 

In 1857 the Bank of France was enabled and en- 
couraged, through its exemption from the usury laws, to 
adopt the Bank of England practice of raising the rate 
of discount for the purpose of stopping a drain on its 
specie reserve, but provision was made that its earnings 
froni discounts above 6 per cent, were to be allocated to a 
special fimd.^ Others followed suit, and in due course 

^ Since 1897 one-quarter of the profits arising from raising the discount 
rate aboTC 5 per cent, is to be credited to the reserre fund of the Bank, while 
the rem^der is to be paid to the Government. 
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( Ae use of the discount rate as an instrument of control 
I became general, but nowhere was it employed to such an 
\extent and with such frequency as by the Bank of England. 

The Bank of France, for example, followed a policy of 
making a minimum of changes in the discount rate and 
keeping such changes within a relatively narrow ranee 
According to Palgravei the Bank of England changed 
its rate 400 times between 1844 and 1900, as compared 
with only 1 1 1 times in the case of the Bank of France. 
Moreover, in times of emergency the latter did not raise 
its rate as high as the former usually did. In the crisis 
of 1 907 the Bank of France raised its rate from 3 to 4 
per cent., while the Bank of England advanced its rate 
from 4^ to 7 per cent, within a week. In 1866 the 
range of fluctuation was between and 10 per cent,, and 
in 1873 between 3 and 9 per cent. 

In general, the Bank of England stood at the one end, 
with the greatest freguency and the widest range of 
changes in rates of discount, and the Bank of France 
stood at the other end, with the smallest frequency and 
the narrowest range.® In between these two came the 
Reichsbank, Netherlands Bank, Riksbank of Sweden, 
National Bank of Belgium, etc., with varying degrees 
of frequency and range. 

In Great Britain the relative uniformity of the discount 
rate of the Bank of France was frequently held up as an 
example to be followed by the Bank of England, whose 
frequent rate changes and high rates in^ crises and 
emergencies were represented as being highly detri- 
mental and prejudicial to British trade and industry. 
This controversy raged as far back as 1839 when Hume 
brought the matter up in the House of Commons. 
Tooke® defended the Bank of England m 1840 by 
saying that, while “the currency of France consists, in a 
very large proportion, of the metals, _ and its foreign 
commerce forms a very small proportion of the trans- 


1 Bank Rate and the Memy Market, p. 151. 

2 This rdative position remained approximately the 
2 History of Prices, Vol. Ill, pp. t35-9- 


same till recent years. 
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actions in which that currency is employed”, the position 
was very different in England, “where the metallic part 
of the currency is so much smaller, and the commerce 
so much larger”; and that, therefore, it was probably a 
“comparatively easy matter for the Bank of France to 
collect and retain a larger amount of bullion in proportion 
to its securities”. He held that, as something had to 
give way in order to correct a situation or reverse a 
trend, the only alternatives to a high Bank rate under 
certain conditions were to ration credit or to shorten 
the currency of eligible bills, as was done by the Bank 
of France at the time and by the Bank of England prior 
to that date; and that these alternatives were more 
prejudicial to trade and industry than a high rate accom- 
panied by the assurance that at that rate almost unlimited 
accommodation could be obtained. 

In 1877 the Bank of France adopted the policy, which 
was subsequently adhered to, of charging a premium 
on gold when it was called upon to deliver gold in 
redemption of its notes or deposits. As Conant ^ said, 
this means of protecting its gold reserve has been treated by the 
bank in some measure as a substitute for raising the mte of dis- 
count in a monetary pressure, and while it protects the gold of 
the bank it has none of the advantages upon the money market 
which follow the different policy of the Bank of England. 

Dunbar * pointed out that the consequence of the gold 
premium policy in depriving Paris of the place which it 
would otherwise have occupied among the international 
money markets was recognised in France, but it was 
regarded as 

not too high a price to pay when account is taken of the benefit 
of the low stable rates to the large number of small-scale producers 
and dealers which is still a characteristic feature of French economic 
organisation. 

He also held that in such countries as Great Britain and 
Germany “the French policy of a low stable discount 

* History of Modem Banks tf Issue (Fifth Edition), p. 65. 

* Theory and History of Banking, p. 192. 



, 176 Biscomt-Rate Roh^ of Central Banks 

adopted with safety owing 
to the spint of active enterprise which pervades thi 
business community”, in contrast to France “with its 
stationary, thrifty and, generally speaking, financially 
conservative population” ° ^ 

The Reichsbank followed the fluctuating rate policy 
of the Bank of England, with high rates at times, rather 
ttian the relatively uniform rate policy of the Bank of 
France According to Loubet,^ the Reichsbank changed 
Its discount rate 84 times between 1875 and 1900 
compared with 167 in the case of the Bank of England 
and 25 in that of the Bank of France Moreover, its 
rate was as high as 9 per cent in 1866, 8 per cent in 
1870, and 7^ per cent m 1907 

V/ Reasons fit Frequency of Changes in Bank of England 
Rate The main reasons for the record frequency of 




In the first place, Lo ndon had developed into di e 
world’s financial ce ntre, with a free gold market and a 
y well-developed discount market, discounting and accept- 
ing bills drawn m any part of the world on any other 
part of the world and affording opportunities for the 
investment of short-term foreign capital Under these 

^was rendered highly vulnerable and sensitive to compli- 
cations and disturbances anywhere in the world It was 
✓ subject to large and sudden demands for accommodation 
and gold for export owing to the withdrawal of foreign 
balances or for other reasons The general opinion in 
England, however, was that the advantages derived 
from London’s position as the world’s financial centre 
and a free gold market far outweighed the disadvantages 
connected therewith r ^ 1 j 

Secondly, the gold reserv e of the Bank of Engfend 
wac r.n recent years, relatively smd lj n . com pa^n 
wi^ the siiTof the Bnfas^edit structure and the l^ e 
1 La Sanque de Fraaff et I EsampU, Appenduc E (quoted by Andi&dJs 


P 3*5) 
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tVirn ^'^Lond^ ^Throu^out the nineteenth century 
references were frequently made to the inadequacy of 
the Bank’s gold reserve as one of the principal reasons 
why the Bank had to change its rate so frequently and to 
maintain such high rates at certain times The magni- 
tude of the gold reserve of the Bank of France was held 
up by many as the mam factor responsible for the relative 
uniformity of its rate and its lack of sensitivity to external 
factors At the end of the nineteenth and the beginning- 


of the twentieth century the Bank of England did make 
serious eflForts to increase its gold reserve substantially 
and succeeded in doing so, but at the same time the 
volume of business and financial transactions and the 


size of the British credit structure had grown to such an 
extent that the gold reserve remained proportionally 
small 


Thirdly, f oreign trade played a relatively importan t 
part in the economy of Great Britain, and the investmen t 

of -Britis h mpifal in n«-h<.r rnrL q fa;i . . i r b gramft I j faCtOr of 

g reat significance in world econom y The spread of- 
British rule and influence over a large portion of the 
globe, the active spirit of British business enterprise, 
and the profitable opportumtira for such enterprise in 
large undeveloped and semi developed areas in various 
parts of the world exercised a constant dram’on the capital 
and banking resources of Great Britain, resulting in a 
periodical tendency towards overinvestment, overex- 
pansion of production and trade, and overspeculation, 
which could only be checked effectively by drastic 
advances in the Bank rate 

v-' Tkeofy Underlying Discount Rate Poltcy The theory 
u nderlying the use of the discount-rate policy as the 
principal instrument of credit control in pre-'War years 
was, briefly, that changes in the discount rate of thei 
central bank would tend to bring about more or less! 
corresponding changes m local money rates generally, 1 
and that these changes in money rates would, through 1 
their operation on the supply of and demand for money 



178 Discount-Rate Policy of Central Banks 

f f°™)g“.short-term capital, tend to 
have the effect of readjusting the domestic levels of 
prices, costs, production and trade, and correctinc anv 
1 disequilibrium in the balance of payments whether on 
current or on capital account. 

The theory was adapted in part icular to the gold- 
s tandard system, under which the movemgnrefaccfege 
■ rates to the g old-export poin t and the outHow of gold 
were the first tangible signs of an adverse balance of 
payments, whether caused by excessive outflow of capital 
or excessive importation of merchandise; and conversely 
the movement of exchange rates to the gold-import 
point and the inflow of gold were the first tangible signs 
of a favourable balance of payments, whether caused by 
heavy receipts on current or capital account. 

A definite trend in the outflow of gold from any 
c ountry would indicate lack of equilibrium in its econoniy , 
a nd it would aggravate the ultimate difficulties if allowed 
t o continue unchecke d. This d isequilibrium wou ld 
o rdinarily be reflected in e ither (i) m^adjustmen t 
be tween imports and exporte of merchandise whether 
^caused by relatively high domestic costs of production 

discouraging exports and encouraging imports, or by a 

•'tendency towards heavy buying and stocking of imported 

goods owing to the increasing domestic demand, or 


( 2 ) e xcessive 'outflow of capital due to overinvestment 
in foreign countries or withdrawal of foreign balan ces or 
fllghFof capital caused by fears regarding the curren cy 
and other factors or, in the case of some debtor countries, 
j cessation of the inflow of new capital; and in the case of 
■' almost all these phenomena varying degrees of speculation 

would prevail. _ . 

Whatever the nature of such disequilibrium, the most 

prmTVPt pffprtivR corrective was_ found by pre-War 

' ex penenc e to be a s ubstantial rise in money rates and 
rontra ction of credi t, the following results: liqui- 

dation of commodities and securities, contraction of 
domestic demand, decline in investment and speculative 
activity, lower prices, lower wages, etc. This course of 
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events in the country concerned would normally have 
the effect of encouraging exports and discouraging 
imports, while the higher money rates would tend 
directly to attract foreign capital and to discourage the 
withdrawal of foreign baknces or the remittance of foreign 
bills to that country for discount. In due course, the 
period of time depending upon various circumstances, 
the operation of these factors would restore equilibrium. 
If the corrective measures were maintained long enough, 
they would not only stop the outflow of gold but even 
reverse the flow and bring about recoverjr of the gold 
lost, which would in turn relieve the credit stringency, ^ 
reduce money rates, and revive general business activity. 

On the other hand, a c ontinued inflow of go ld of* 
large dimensions would tend to sow the seeds of dis- 
equilibrium through its operation on the credit structure 
of- the 'receiving country. It would have the effect of 
cheapening money and encouraging the further ex- 
pansion of credit, trade, production, investment and 
speculation, which would in turn tend to raise the 
domestic level of prices ^ and costs and to encourages 
imports and discourage exports or to encourage invest- 
ment in foreign countries, until an adverse balance of 
payments was established and gold began to flow out 
again. 

For its successful applicati on, thereforfe, the theory 
underlying the discount-rate policy required, firstly, that 
the d iscount rate of the central bank should have a prompt 
and decisive influence on money rates and credit co n- 
d itions within its area of ope ration, particularly wheii it 
was desired to raise money rates and contract credit, 
and secondly, that t here should be a substantial measure 
of elasticity in the~ economic structure in order that 

prices, wages, rents, production and trade might respondj 

t o changes m money rates and credit conditio^ 

* In particular the prices of goods and services produced by shelteied indus- 
tries or by protected industries which, owing to internal competition,- would 
not quote prices equal to landed costs of similar imported goods except in times 
of intense business activity. 
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onj wrow mar gin and depending upon the cenfral 
Jqracco mmodation in every strin gency, or of 
conventions and general recognition of the leadership of 
the central bank. 

^ In Great Britain, particularly in pre-War days, both 
these factors operated to make Bank rate effective, 
although in general discussion much more stress was laid 
on the former than on the latter factor. The Bank of 
'' England was generally described as the regulator and 
controller of the Lond on money m arket, where opera- 
ti ons were conducted on such a scale and organised^ 
fi nely that dealers and brokers wer^ “forced” into th e 
B ank with every appreciable change in credit conditi ons, 
whether originating from the side of supply or demand. 
The Bank was always ready to grant the necessary 
accommodation to the market, even in cases of acute 
stringency. If, however, it considered that the demand 
for accommodation arose not from a temporaiy seasonal 
emergency but from some disequilibrium in the economic 
structure, whether caused by internal or external forces, 
it would raise its rate much or litde, or for a second and 



third time in quick succession, depending upon its 
interpretation of the extent of the disequilibrium and 
upon the reaction of the money market and, perhaps, 
other markets or other countries. As in the case of other 
prices, the marginal theory applied to the discount rate 
. under such circumstances. Bank rate for the marg mal 
jj discounts determining the r ate for d iscounts as a whojp. 

Ag previously mentioned, ii ank rate was usiffl ly 
higher tha n the market ra te pf_discount in l^ondon and 
sMoewii^ in the nature of a penalising rate, the Bankot 
Englan d being the supplier of credit res orted to_ only 
outsi de sources had been tapped ; but as soon a.s 
a“creaiFlt?iurae^oped and the market had to seek 
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accommodation from the Bank, the market rate of dis- 
count was forced up to the level of the Bank rate or above 
it. • Bank rate was a minimum rate of discount, applicable 
only to first-class bills of a given maximum currency 
before maturity, while in the case of other bills the rate 
depended upon their currency and their quality and was 
subject to the discretion of the bank. Moreover, the 
rate charged by the Bank for short-term collateral ad- 
vances to the market was ^ per cent, above Bank rate. 

While the r elationship between Bank rate and the 
market rate of discount was determined primarily by 
money-market conditions and the degree of control and 
influence which the Bank had over the market under 
such conditions, that b etween Bank rate and other mon ey 
r ates was based largely on traditional conventions and 
recognition of the leadership of the Ban k. In accordance 
with traditional conventions the cl earing ban ks in London 
followed the practice of pro\dding for an agreed margin 
between Bank rate and the rate of interest which they 
paid for deposits subject to seven days’ notice. Prior 
to the War the banks usually fixed their deposit rate at 

per cent, below Bank rate.^ The c all rate m turn was 
usually fixed at J per cent, above the deposit rate, as the 
banks required some margin of profit for themselves 
between the rate paid on deposits and that charged by 
them on their call loans to the market. With regard 
to the r ate charged bv the banks _on advances to thei r 
c ustomers , a margin of i per cent, above Bank rate was 
ordinarily maintained, subject to a minimum of 5 per 
cent. 

These conventions were not of the nature of hard-and- 
fast rules which had to be rigidly adhered to under all 
circumstances. There were occasions on which devia-, 
tions from the conventional practice took place, but in 
general there definitely prevailed a strong tendency to 
observe the traditional relationships between Bank rate 

^ In 1911, in order to compensate the banks for the great inciease in overhead 
ejyenses and salaries, the margin was widened to a per cent. See Whitmore's 
Mong- Machine, p. 45. 
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It waSj in varying degrees, part of their policy to take an 
active part in rendering the monetary and banking con- 
ditions in their respective countries more responsive to 
changes in the discount rate In general, however, their 
d isrount-rate policy did not prove_a s effect i ye , a -SLeapon 
as in the case of the Ba nk ofJEngland 

In the first place, no ne of the other countries had^ n 
a ctive and well-organised money market There was, 
for example, n o rea .1 discount m arkrt The commeraal 
banks discounted bills for their own customers and the>^ 
central bank rediscounted bills for the commercial banks, 
besides discounting for its own customers, as was 
particularly the case with the Bank of France and the 
Bank of Italy The ex port bills of these countries w ere 
fr equently remitted for acceptance a nd discount in the 
Londan-market instead ot being taken to the local banks 
for discount, o wing to the cheaper and better facili ties 
obtainable in London except, of course, in times of credit 
stringency there The rates of these central banks could 
be made effective whenever the commercial banks within 
their areas of operation were forced by circumstances to 
rediscount with them Changes in money rates in their <f 
countries, however, did not usually have such prompt 
effects as in Great Bntain, smee the international nature 
and organisation of the London market were effective in 
attracting foreign capital and discouraging the discount- 
ing of foreign bills in London dunng periods of high 
rates, and conversely, m discouraging the inflow of 
foreign capital and encouraging the withdrawal of foreign 
balances and the discounting of foreign bills in London 
during periods of low rates Another factor in this^ 
connection was the greater elastiaty of the British econ- 
omic structure 

Secondly, while certain conventions in respect of 
in terest rat es were in vogue in some of those countnes, 
they w ere not so pronounced or semi-aiitoniatic as i n 
Great^main Nor was the psychological reacti on on the 
part of trade, industry and the public such an important 
factor as in Great Britain 
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Thirdly, in the case of the other central banks there was 
lessne^ty than :n that of the Bank of England for the 
use^of^^iscount rat e_as a means of pr otecrinaTli^;. 
goWrese^es, for the rrasonilhat relSwTESlEFfdEme 
and velocity of the business and financial transactions of 
^eir countries and to the degree of vulnerability of their 
international position they had larger reserves, and that 
m any of th^ had other means of protecting their gold 
r eserve s. The central banks of German-^ Holland 

f 1_ r.11 J 1. i 


exchange rates. Writing about the Netherlands Bank, 
de Jong * said that "the effect of the foreign bill policy in 
stabilising the Bank rate cannot, of course, be expressed 
in exact figures”, but 


by way of illustration it may be mentioned . . . that, whereas the 
official discount rates of the Bank of England and the German 
Reichsbank had been altered during the years 1894 to 1913 
(inclusive) go times and 73 times respectivdy, the Nctherlanm 
Bank’s discount rate for bills had been changed only 36 times in 
the same period. 

The Bank of France, on the other hand, a dopted t he 
p ractice of charging a premium on gold when it wa s 
c alled upon to redeeni its not^ or deposits in gold . 

J Position of Federal Reserve Banks. When the Feder al 
Reserve Ban ks commenced operations in 1914s diey 
t ended strongly towards the adoption of the Bank of 
'T T7.r,oianri*s techntflue of credit contro l, namely; extenilve 
use of discount-rate polic y, with ^ aid of op^-market 
o perations when necessary for the purpose of making ' 
their rates effective; p-nroura gement of an ac t iv e money 
- - “ ’ ;ll-organised discount 

market, which woul d 
lit conditions and i n 
in of the gotd-res^ e 
>unt-rate pdic ^ 
basic factor in the 

J Willis and Beckhart; Fontga Bcmking Systims, p. 744- 


marke t, including a tree and we 
marke t on the lines of the London 
be responsive to changes in crec 
n fflcial discount rat es; and ad optic 
r atio as the principal guide to discc 
Realising its imporrance as a 
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technique of credit control in a major country, the 
Federal Reserve Banks took an active part in promoting 
the establishment of a well-developed money market in 
New York, with four different sections the market for 
bankers’ acceptances, the market for commercial paper 
(1 e promissory notes which constituted the principal 
medium for the financmg of domestic commercial trans- 
actions), the market for short-term Government securi- 
ties, and the call-loan market They were particularly 
interested m the development of the markets for bankers’ 
acceptances and short-term Government securities and 
rendered this possible by declaring themselves ready at 
all times to buy such acceptances and securities from 
any bank, discount house, bill dealer and broker, and by 
quoting favourable rates for such paper The develop 
ment of an active money market as a field for central 
bank policy was particularly important for such a country 
as the United States, with its nch natural resources of 
great variety, its large population, its wide scope for 
enterprise and speculative activity, and its thousands 
of independent unit banks In due course subsidiary 
money markets were established in some of the other 
Federal Reserve Bank centres, such as Chicago, Boston 
and San Francisco, while that of New York develop ed 
in to an international money mark et of great importance, 
representing a good second to the London market and 
exerting at times a profound influence on the latter 
A different relationship between official discount rates * 
a nd other money rates w ^Sj however, set np in Np-ot Ynrlr^ 
as compared with London, due mainly to different 
conditions In Great Britain the banks did not directly 
approach the Bank of England for accommodation, but 
called up their loans to discount houses and bill brokers, 
who were then forced to sell bdls to the Bank or borrow 
from It, whereas in the United States the member banks, 
dealt directly with their Reserve Banks Moreover, in 
Great Britain the di scount rate of the Bank of F.npr lanH 
was a mi mmum rat elnd a pplied only to first classbi lls, 
equivalent in general to bankers’ acceptances in the 
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the latter the djsrountratei of 


— u wxKucrai notes * 

member banks themsll?^: 'ihus, while "the d iscoun t 
r^tfi^f a Federal Reserve Bank was, as that of the Bank 
ot England, above the market rate of discni,nt for 

bankers acceptances, it was not as a gener£n5TF~aKnv^ 

the market rate for commercial pap er fF.e. nmmUcnr^ 
notes dealt with in the open market). 

Burgess,3 however, pointed out that the commercial 
■ paper which a member bank brought to a Reserve Bank 
for rediscount was different from open-market commercial 
paper, since it had a bank endorsement, carrying with it 
the assumption by the member bank of the risk of non- 
payment. From his outline one was encouraged to 
conclude that, if due allowance were made for the value 
of the bank endorsement on such commercial paper, the 
discount rates of the Reserve Banks could not be regarded 
as having been below the market value of the paper 
discounted, and that, therefore, the American central 
banking practice was not far removed from the British 
axiom that Bank rate should ordinarily be above the 
market rate of discount, Burgess admitted, on the 
other hand, tjiat “it is a fair question whether a slightly 
higher discount rate — more in the nature of a penalty 
rate — ^might not have been better”, since “access to the 
Reserve Banks may have been a little too easy”. 

In general, there was a fairly close correlation between 
the trends of the discount rate of the Federal Reserve 
Bank of New York and the open-market rates for com- 

^ Apart from the discount rate the Federal Reserve Banks quoted a buying 
rate for bankers’ acceptances dealt with in the open market, and this rate was 
naturally lower than the discount rate and frequently as low as the market 
rate for the purpose of assisting and maintaining a biU naarket. In recent 
years the Federal Reserve Banks have also quoted rate, with various marpns 
Lve the discount rate, for advances to member bank 
than eligible paper or Government secunues, or for industrial advances, or for 
advances to the public against Government securities. 

* Based on eligible paper or Government securito. 

» Reserve Bmh and the Money Market, Revised Ediuon (Harper), pp. aay-?- 
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mercial paper and bankers* bills, the discount rate moving, 
as Burgess said, “within a ribbon whose borders are the 
commercial paper rate and the bill rate” As in London, 
the rate for short Treasury obligations in New York was 
usually lower than that for bankers’ bills 

With regard to the rates charged for call loans or for 
the accommodation extended by member banks to their 
ordinary customers or the rates paid for deposits, there 
was no fixed practice and there were no conventional 
relationships of the types prevailing in Great Britain 
Moreover, the call rate in New York was an entirely 
different phenomenon from that in London While in 
the latter it was applied primarily to loans from banks 
to the discount market and was, for obvious reasons, 
usually between the bank deposit rate and the market 
discount rate, in the former it was related principally to 
loans from banks to the Stock Exchange, wheAer for 
their own account or for account of others”, and was 
for that reason not always closely associated with other 
money rates, as it depended largely on the volume of 
speculative activity on the Stock Exchange 

As their principal guide to discount-rate policy the 
Federal Reserve Banks decided to adopt the gold-reserve 
ratio, as the Bank of England had regularly done In 
due course, however, a continuous inflow of gold of large 
dimensions arising out of the abnormal conditions in the 
world during the War and post-War periods rendered 
the reserve ratio unsuitable as the principal guide to the 
credit policy of the Federal Reserve System, which then 
had to rely on a general survey of the economic situation 
and continuous observation of certain special factors 
which were found by experience to have a strong bearing 
on credit conditions and policies 

During the period of American participation m the 
War and for some time after the War the discount-rate 
poliCT of the Federal Reserve System was made to conform 
to the needs of the State, as was the case with the central 
banks of all countries involved directly or indirectly in 
the War The Federal Reserve System was called upon 
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to make large advances to member banks 


promissory notes covered bv Government securities Td 
the expansion of Federaf Reserve credit w^’even 
facilitated by making such advances against Government 
securitiw at interest rates equal to or lower than those 
earned by the securities themselves. In loao a policy 
of deflation was adopted and the Federal Reserve Banks 
were soon restored to a more or less normal position and 
practically free from the domination of Government 
finance. 

After 1920 the Federal Reserve Banks had a good deal 
of experience wiA discount-rate policy, but the general 
consensus of opinion both in and outside the United 
States was that their discount rates proved as a general 
rule to be a far less effective weapon than the rate of the 
Bank of England. This deficiency could be attributed 
to various factors, such as the absence of conventional 
relationships between the ofiidal discount rate and certain 
money rates, the existence of surplus gold reserves during 
the greater part of their career, the wide scope and strong 
inclination for speculative activity in the United States, 
and the lack of independence on the part of Federal 
Reserve Banks in the matter of fixing discount rates. 

Changes in discount rates of the Federal Reserve 
Banks were always subject to the sanction of the Federal 
Reserve Board which was recently reconstituted as the 
Board of Governors of the Federal Reserve System. On 
various occasions the Board declined to sanction increases 
in discount rates proposed by Federal Reserve Banks. 
Between 14 February and 23 May, according to 

the testimony of the Governor of the Federal Reserve 
Bank of New York before the Glass Subcommittee of the 
United States Senate in 1932, that Bank had unsucc^s- 
fully approached the Board no less than ten times_for 
approval of proposed increases in discount rates.^ It is 

» Burgess also refened to thfe matter, saying 
been a difference of opinion between the Reserve Banks a^ tic Treasuiy 
^counwatTpolitJ^ so early in 19=^9 ^ 

' kt^n the Fese^ Banks and the Washington Board , and that with this 
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difficult, however, to estimate to what extent the discount- 
rate policy of the Federal Reserve Bank of New York 
would have achieved greater success if it had been entirely 
free to fix its rates as it thought fit 

Another factor which has been enumerated as having 
militated ag^ainst the effectiveness of discount-rate policy 
in the United States is the absence of the Bank of 
England practice of a penal rate of discount Accordmg 
to Beckhart ^ “the consensus of opinion among students 
of the subject here [Umted States] or abroad is that the 
Bank rate should rule higher than the market on each of 
the several types of paper discounted by the system”, 
and accordmg to Gregory “ 

an important section of Amencan opinion holds that the rate 
charged by the Reserve Banks should be a penal rate that, in 
other words, the rate should be kept above die rates ruling, not 
only in the open market, but also aboie the rates ruling at the 
commercial banks for over the counter ’ discounts 


Gregory’s own conclusion is, however, that “it is the 
tendency of reserve rates to follow, rather than to precede, 
market rates, which should be criticised, rather than the 
tendency of reserve rates to be below market rates” 

In conclusion it may be mentioned that, in the opinion 
of various writers, control by the Federal Reserve Banks 
has depended on the existence of a strong tradition 
against continuous and large borrowing by member 
banks even when the rates were moderate, and on the 
psychological effect on the public mind of changes in 
official discount rates Burgess,® for example, holds that 
“tradition is probably more important than the rate in 
preventing continuous borrowing” 


op cit p 283 The Board had favoured the taking of direct action bj 
the Reserve Banks against those banks which had made or were making heav> 
loans against Stock Exchange securities rather than the raismg of the discount 
rate which would have tended to make money dear for trade and mdustrv as 
well as the Stock Exchange ^ 

Dtscotmi Pob(y of the Federal Reserve System p 510 
Gold Urempiyment and Capttaltsm pp and 137 
* Op cit p 221 



CHAPTER X 

discount-rate policy 

Discount-Rate Poltcy of Central Banks since the War 
During the War and for varying periods after the Wa r 
t he discount rate policy of most central bain«~l^ s 
r endered subsement to the financial requirements of th e 
State With the restoration of the international gold 
standard and the liberation of central banks from the 
domination of State finance, the discount rate was again 
adopted as an important element of credit policy, but 
I ts importance as such tended to decline relatively t o 
other methods of credit control, such as open marke t 
operations, moral suasion, etc ”” ’ 

In fact, in recent years the discount rate has, in the 
case of many central banks, not been a factor of any 
importance at all For example, the rate of the Bank of 
Englan d has been m ainteined without interruption a t 
2 per cent since the middle of , the Federal Reserve 
Bank of New York kept its discount rate at i| per cent 
between February, 1934, and August, 1937, when it was 
reduced to i per cent , the lowest figure in history for 
any central bank, the Riksbank of Sweden reduced its 
rate at the end of 1933 from 3 to 2^ per cent , where it 
still stands, the Reichsbank has maintained its rate at 
4 per cent since September, 1932, the Netherlands Bank 
has not changed its rate smce December, 1 936, when it was 
reduced from 2^ to 2 per cent , the National Swiss Bank 
has kept its rate at per cent since November, 1936, 
and the National Bank of Czechoslovakia at 3 per cent 
since January, 1 936 , and the Bank of Finland, the National 
Bank of Hungary and the National Bank of Denmark 
190 



as in earlier dap the domestic bill was a bigger factor in 
the London discount market than the foreign bill, the 
p osition has been revers ed. The f oreign bi ll, however, 
h as also tended to decline b oth as a means of financing 
foreign trade and as an instrument offered for discount 
in the London market. 


Not only do banks, in conjunction with their branches 
and agencies abroad, arrange directly for the financing of 
a larger part of foreign trade than formerly, but other 
money markets have also come into p rominence. As' 
Einzigi said. 


while before the War London’s lead as a market for short-term 
loans was incontestable, since the War several rival centres have 
developed and have been making rapid progress at the expense of 
London. 


N ew Yor k has developed an international money market 
of great importance, including a discount market with a 
large turnover in bankers’ acceptances which represent 
trade between foreign countries as well as the imports and 

^ Investors' Chromck, 23 May, 1931. 
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of the United Stnte Pam. JWsterdan, and 
Zur^ have also succeeded m orgamsmFlTscount 
markets, alAough restricted in their scope and turnover 
by various factors, and Berhn, St ockholm , Brussels and 
ivonifijiave likewise tried to improve their money market 
or^nisation ^ In addition, th e decline in mtematTnr,tt1 
tr^ has been another factor responsible for the smaller 

volume of foreign bills offered for discount in the London 

market 


Moreover, under the abnormal conditions pre vailin g 
in recent years the London and ISew York 
become the repositwes of huge amounts of fiw t ne 
capital, mainly from the Contment, and of the balance* 
of the many countries whose central banks have been 
authorised to mclude foreign exchange m their reserves 
and have adopted the practice of holding a large part of 
their reser% es in foreim exchange rather than gold As 
a result of this as wefl as the higher gold price and the 
increased supply of gold, London and Isew York have 
e xperienced an enormous incre^e in their stocks"6f 
whether held by their central banks or by the State 
Equalisation or Stabilisation Accounts, and ha\e wit- 
nessed a bnormally liquid conditions in their mon ey 
market s 

A further change of importance in money-market 
conditions since the War has been t he predommance o f 
short-term Treasury paper as compared with bills of 
exchange I n London, for example, Ireasury bi lls but- 
standing usually amoimted to about ^£20, 000,000 before 
the War, whereas in recent years they have fluctuated 
between ;£70o,ooo,ooo and ^900,000,000 This has 
brought about a radiral change m tfae_stnid 3 irfi- of 
Hisroiint market and has increa3e d_ the Treas^ s 
nver the mar ket as compared With that of the 
Bank of England It has rendcred_dQS£^fcQpSK^“ 
between the Treasury and the Bank .m at e jieccssary - th an 


> While the development of other monej markets has ^ 

place at its expense, die Xondon monqr marhet remains 
tnmover, technical equipment, tradinon and expenence (Einag ) 
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ever before With the requisite co-ordmation they have n/ 
succeeded, to a large extent, m neutralising the dis- 
advantages emanating from the pre-eminence of Treasury 
paper in the market 

Some of these changes in money-market conditions, 
particularly the increase in liquidity of many money 
markets resulting from inflow of capital and gold or 
revaluation of gold stocks or favourable balances of pay- 
ments on current account, are by no means conducive 
to the smooth and efficient working of a discount-rate 
policy Moreover, as a matter of public policy liquid 
conditions have been maintained and even accentuated 
in some cases by open-market operations This easy- 
money policy has been closely associated with the attempts 
by the authorities to create favourable monetary conditions 
for production and trade, so as at least to prevent projects 
and transactions being cancelled or held up because of 
dear money or unwillingness on the part of banks to 
supply the requisite credit facilities In those countries 
which have suffered from an outflow of capital or an 
adverse balance of payments on current account, official 
policy has been directed towards counteracting credit 
stringency through the creation of central bank credit 
either direcdy in the form of advances to the State, as in 
France, or indirectly in the form of rediscounts of paper 
representing Government spendmg, as in Germany and 
Itdy 

The field for discount-rate policy has been further 
narrowed as a result of mcreased rigidity in the econn mir 
s tructu re It was previously stated that the efficient 
working of a discount-rate policy required, inter a/ta, a 
substantial measure of elastiaty m the economic structure 
in order that prices, wages, production and trade might-' 
respond to changes in money rates and credit conditions 
Wagemann ^ also stresses the point that the discount- 
rate policy 

presupposes an economic system m which the price, wage and 
interest levels — at least in greater part — are readily movable, and 
‘ Wirtsckaft^btische Strategte, p 75 
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m which entrepreneurs work on a narrow margin and conse- 


Since the War, however, the trend has, for various 
reasons, been definitely in the direction of economic 
rigidity, and in this respect the principal differences 
between many countries in recent years have been only 
in the degrees of controlled or closed economy practised 
by them With the world-wide suspension of the gold 
standard managed currency has been adopted by most 
countries, and in some cases planned economy has been 
added to it In this respect Wagemann ^ rightly points 
out that "the more an economy is regulated in prices, 
wages, transportation charges, and the more the govern- 
ment extends its influence over business, the more the 
influence of interest declines”, and that "the influence of 
interest also declines as the tax burden increases”, or, 
generally, according as the ratio of fixed costs to total 
costs increases 


Under all these circumstances the tendency has been 
to control the quantity of money available to the com- 
Imunity through open-market operations and to aim at the 
Imamtenance of relatively low and uniform rates 

Necessary Function of Discount Rate. The prevalence of 
manap^ed currency and the maintenance of cheap mone y 
as a matter of public policy have encouraged^any to 
agree with Keynes that the discount rate could now be 
r egarded as an out-of-date ins^ment of credit contro l 
■^eynes had, through his analysis of the modus operandt 
of Bank rate in his Treatise on Money * (first published m 
1930), performed a great service by drawing attention 
forcibly to the fact that the traditional theories of Bank 
rate had concentrated largely on the influence of Bank 
rate "as a means of regulating the quantity of bank- 
money” and "as a means of protecting a country s gold- 
reserves by regulating the rate of foreign lending , and 
had not clearly or adequately taken into account the direct 


1 Wirtaiaftspehisscie Stratiffe,'PP 

*VoI I.pp i 85 -^zo 
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influence of Bank rate on “the rate of investment relatively 

tn Qgvinp-” and the influence of changes m thS-relation 

l ^tween investment and saving on pnces, production^ 
e mployment and wages He considered that Hawtrey 
haci approached the idea of Bank rate as affecting the 
rate of investment, but had placed the whole emphasis 
“on one particular kind of investment, namely, invest- 
ment by dealers and middlemen in liquid goods — 
to which a degree of sensitiveness to changes in Bank 
rate is attributed which certainly does not exist in 
fact" 

Whereas others before him had clearly underem— 
phasised the importance of the direct influence of Bank 
rate on the rate of investment in capital goods, Keynes in 
turn appears to have overemphasised its importance to 
the detriment of such factors as the rate of investment 
m liquid goods, the rate of speculation in commodities, 
securities and real estate, the quantity of money, and the 
psychological reactions of individuals and groups In 
practice all these factors are found to operate to a greater 
or lesser extent, depending upon the prevailmg circum- 
stances and are in any case closely connected, acting and 
reacting on one another 

In his recent writings Keynes further emphasised the / 
importance of e quilibrium between investment and savi ng 
as a condition ofgeneral economic equilibriu m, but now 
considers that, apart from regulation of the quantity of 
money through open-market operations, t he equilibrium 
between investment and saving should perhaps he affain ed 
b y means ot btate organisation ^ investment ^ or^ f ^ing 

‘ I e\pect to see the State, which is in a position to calculate the marginal 
efficiency of capital goods on long views and on the basis of the general soaal 
advantage taking an ever greater lesponsibihty for directly organising invest 
ment, since it seems hkely that the fluctuations m the market estimation of 
the marginal efficiency of different types of capital calculated on the pnnaples 
I have described above, will be too great to be offset by any practicable changes 
in the rate of interest General Theory of Employment, Interest and Money, 
p 164 In my opinion State organisation of investment as a successful means 
of attaimng equilibrium between investment and saving could be contemplated 
only in the perfect planned economy which does not emst anywhere and is 
not hkely to arise 
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entrepreneurs, investors and speculators owing to the 
surrounding circumstances in the initial stages, particu- 
larly the circumstance of human psychology Sooner 
or later it will have its expansionist or inflationist eflFects 
and bring about a new disequilibrium which cannot in 
practice be corrected without higher interest rates and 
contraction of credit At times it might, of course, be 
possible to bring about the contraction of credit by means 
of open-market operations alone, but the higher interest 
rates would usually still be found necessary to reinforce 
such credit contraction and to reverse the trend of 
expansion when it has gone too far or to slow it down 
when It shows signs of acquiring undue momentum In 
short, cheap money tends to set in motion forces which 
can be controlled only by dear money 

With regard to the relation between capital and bank 
credit, while the latter may be called upon to perform 
the function of fixed capital under certain conditions and 
for limited periods and may render a useful service in 
that capacity to the community, in the long run the 
function of capital can be performed only by savings from 
internal or external sources Similarly, in the long run 
the rate of interest on capital must be determined by 
supply and demand, whether it is referred to as the 
“natural” or “normal” rate of interest or the “equilibrium 
rate of interest” 

In a recent analysis of the equilibrium rate, Cassel ^ 
stresses the existence of an independent capital market 
and shows that, while it must be conceded that the 
difference in liquidity is of considerable importance in 
determining the ratio between the different rates of 
interest paid on different capital markets, the interest on 
capital does not merely correspond to the difference 
between the liquidity of different investments, but 
depends also on the scarcity of savings relatively to the 
demand for them He points out that those who “call 
m question the reality of the capital market are, of couise, 
also blind to the necessity of a bank policy which will 
* Quarterly spurts cfSkandmamska Kredztakhebolag^, Aprd and July, 1937 
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T“ ?u equilibrium rate of that 

vTe f A ° words, interest on capital should not 
be treated as a monetaiy phenomenon determined by the 
supply of media of exchange, although it could bear beine 
influenced temporarily by changes in such supply m 
order to offset disturbing factors ^ 

Conttary to the attitude of Keynes, Robbins » holds the 
y view that the discount rate “is an indispensable instni 
ment, an instrument which we must at all times be 
prepared to use with speed and vigour if the circum 
stances appear to call for such action”, since “cheap 
money conditions which are prolonged beyond the period 
when investment is naturallj stagnant, are likely to breed 
bad investments”, and since increased investment 
demand from whatever quarter must be met out of 
increased saving”, failing which “rates must rise” 
I ^wtrev ,^ also, still believes in the discount rate as an 
instrument of control and considers that Keynes and the 
majority of other economists have “rejected the instru 
ment of regulation evolved by practical experience” 
because of their wrongly “assuming that credit regulation 
must work mainly or even exclusively through long term 
investment” He rightly points out that many econo 
[ mists underestimate the part played by short-term borrow 
\ ing from banks for the buying and holding of commodi- 
ties and for purposes of working capital generally, and 
consequently, that they fail to take into due considera 
tion “the ultimate reactions of the short term rate of 
interest on the dealers in commodities" In his opinion 
“economists have no adequate substitute to offer for it ’, 
but “resort to a variety of devious and not very plausible 
suggestions” , , , i 

Wagemann ® also points out that, while the discount 
rate cmi influence production through its influence 
on long-term interest”, it can do so “more quickly through 
the short-term credits which play an important part m 


1 Lloyds Bank Monthly Remew May 1937 

' Capital and Emplynunt,-^^ 2-4 

»Op cit,pp 316-17 
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the financing of production” He emphasises that the 
influence, which discount policy may exert over the 
capital market through the money market, is usually felt 
only after a lag of four to six months 

From the practical point of view the important thing 
about discount-rate policy is that it should be applied in 
good time if it is to be effective, since the trends of business 
and speculative movements cannot easily be reversed after 
they have acquired a certain momentum In order to 
be able to judge when is the proper time to take action, 
various factors have to be kept undei constant observation 
The central bank can no longer rely on its gold-reserve 
ratio or on the actual outflow or inflow of gold as its 
principal guide to credit policy Under present-day 
conditions there is no automatic device or mechanical 
formula which can be used as a successful basis for 
discount-rate policy The central bank must maintain 
continuous observation of all the factors bearing on the 
business situation and speculative activity and exerase 
Its personal discretion in the light of past experience and 
with the aid of historical and statistical studies 
x/ Proposed Differentiation between Internal and Exteinal 
Rates It has frequently been suggested that a central 
bank should differentiate between internal and external 
rates of discount, in order to prevent domestic trade and 
industry being detrimentally affected by the imposition 
of high rates which had been brought about through the 
operation of purely external factors, when the internal 
credit situation was sound Shaw,^ for example, con- 
siders that the commercial banks in Great Britain should 
organise or federate with a view to setting up a Central 
Board or Directorate of their own, with power to fix the 
domestic Bank Rate which “would have regard solely 
and entirely to the internal domestic conditions of trade 
and industry” and in connection with which “the Central 
Board would not concern itself with the question of the 
exchanges or of the flow of gold”, while “the foreign or 
international Bank rate which the Bank of England might 

'■ Theory and Prmaples tf Central Banhng, pp 178-9 and 199 
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& would be a matter of no concern to the Central 
Directorate of the domestic banking system” Accord 
mg to his analysis “there might easily be a domestic 
^ank Rate of 3 per cent concurrently with a Bank of 
England foreim rate of 6 per cent”, and “m 1920 
lingland should have had a protective 6| per cent nng 
drawn round the London money market^ and at the same 
time domestic industry would have enjoyed a 3 per cent 
domestic interest rate” 


This view presupposes that the credit situation of a 
country could be divided mto two watertight compart- 
ments and that, for example^ pressure on the exchanges 
and an outflow of gold could be corrected by operating 
through high interest rates on one compartment without 
affecting conditions in the other Within limits this 
method imght be effective where the outflow of gold was 
caused by the repatriation of capital owing to a return of 
confidence in the country of ongm or by some other 
purely eittemal factor or by a temporary unfavourable 
balance of payments owmg to seasonal or other factors 
W^here, however, the outflow of gold was caused, as it 
frequently is, by disequilibrium in the domestic econ 
oimc structure, it could not be checked except by 
operating through high dom^tic rates on domestic 
production and trade and the level of domestic costs and 


prices 

Spalding 1 relates that, in deference to public opmion 
(which had urged during the War that relatively low 
rates should be offered for home money and charged on 
domestic loans, while at die same tune gold should be 
prevented from leaving England by the offer of high rates 
For foreign money), the policy of having a differential 
rate for home and foreign money was adopted by the 
Bank of England in ISIovember, 19375 a start was 

made by its allowing 4^ per cent on deposits of foreign 
money made through the deanng banks against 4 
cent for home money Between February, 19^185 and 
January, 1919, the rates were maintained at 4^ ana 3 
J pp 103-5 
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per cent respectively, but after some further adjustments 
the scheme was finally abandoned in October, 1919 

In this connection it is mteresting to note that in their 
inter im report the Currency and Foreign Exchange 
Comimttee ^ had recommended the discontinuance of this 
practice, on the ground that any attempt to maintain such 
a differentiation must inevitably break down, because it 
would be impracticable to prevent people from borrowing 
at the low home rate and trying in one way or another to 
re-lend at the high foreign rite They were of opinion 
that it could only be prevented, if at all, by the mamten- 
ance of such stringent restrictions upon the freedom of 
investment as would be most detrimental to the financial 
and industrial recovery of Great Britain The low home 
rate, by fostering large loans and keeping up prices, 
would continue to encourage imports and discourage 
exports, and, even if the high rate offered for foreign 
money prevented gold from being drawn abroad, it would 
only do this at the cost of piling up an ever-growing debt 
from Englishmen to foreigners 

The only feasible manner in which domestic trade and 
industry could be prevented from being unnecessarily 
prejudiced by a discount-rate policy would be for the 
central bank to maintain substantial reserves of gold and 
foreign exchange and to refrain from following an auto- 
matic rate policy It could endeavour, as far as possible, 
to insulate the internal credit structure from large inward 
and outward movements of foreign short-term capital, 
and also from temporary movements in the balance of 
payments on current account or on long-term capital 
account It should, however, allow changes in the 
balance of payments to have their effect on the credit 
situation and on the level of money rates and prices if it 
observed a definite trend resulting from some disequili- 
brium in the domestic economic structure or from some 
external influence 

This policy has been followed, in one form or another, 
in Great Britain and the United States on various 

^ Quoted by Spalding, op cit , p 104 
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occasions since the War, and dunng the past five or 
years they have had a great deal of expmence m the 
dwelopment of a new technique with that object m view 
Even before the War, according to Sayers^ whik the 
primary aim of the Bank of England “wL to protect the 
gold reserve, it showed an occasional tendency to avoid 
^ad^’^a^d^ detnmental to the activity of home 


within narrower limits it was imitating the methods * of the Bank 
of France and other authorities in order to lessen the sensimeness 
of the gold reserve to differences in interest rates in the different 
centres 


The Bank was also “able to protect the home situation to 
some extent by forcing market rate up beyond its usual 
relationship with Bank Rate”, which meant in practice, 
of course, that the rate which pnmanly applied to foreign 
finance and exchange was raised without an increase or 
at least a proportionate increase, in the rate of interest on 
bank advances to domestic trade and industry, since the 
advance rate had a conventional relationship with Bank 
rate and not with the market rate of discount This, 
however, could only be achieved within narrow limits, 
“for, except m extreme cases, forcing up Market Rate 
necessitated, as a preliminary at least, a reduction of the 
Bank’s assets, i e open-market operations", and ' this 
reduction in the cash basis would naturally induce the 
commercial banks to reduce their liabilities”, which might 
m turn “result m some reduction in the wallmgness of 
commercial banks to allow ordinary overdraft facilities 
V Proposed Dtffet enttatian between Rates foi Business and 
foi Speculatton It has also been suggested that, as it is 
the duty of central banks to accommodate business, they 
should endeavour to avoid legitimate trade and industry 


devices which had as their object the acqnmuon of new gold and the disconrara 
Withd'rawab of gold! such d^oes being the 
..llm^ pnees for gold within certain liinits and the granting of free adva 
' ’ • '.o gold importers Sajeis pp 71-101 
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being detrimentally affected by high rates of discount and 
interest during periods of excessive speculatioh. ' This 
suggestion, however, as in the case of the proposed 
differentiation between internal and external rates, fails 
to recognise that credit cannot, in the long run, be 
divided into watertight compartments. 

In 1928-9 the Federal Reserve System attempted to 
restrict credit for speculative uses and make money dear 
for that purpose while maintaining an open door and 
lower rates for business purposes. The events of that 
time, however, showed condusively that there are too 
many forces beyond the control of central banks in 
dealing with a speculative situation, and that a policy 
designed to make money artifidally dearer for speculation 
than for other purposes may defeat itself by attracting 
money for speculative uses from other sources. 

Increased speculation is only one of the phases en- 
countered in a period of growing prosperity, and the 
tendency towards undue speculation in securities is 
frequently found to be more or less contemporaneous with 
a tendency towards overproduction and overtrading in 
commodities, although in varying degrees of course, and 
with the former usually commencing and terminating 
somewhat in advance of the latter two phases. All of 
them appear to require the same treatment simultaneously 
at the hands of the central bank, namely, restriction of 
credit and higher money rates, and perhaps still higher 
rates according as the situation demands. Beyond the 
use of direct action and moral suasion wherever possible, 
it must, however, -be left as far as possible to banks and 
money-market operators to arrange the shifting of the 
available funds and to adjust the rates for the various uses 
to which the funds are put. 

What the Federal Reserve System could have done in 
1928 was to have used the discount-rate weapon more 
promptly and drastically than it did, and to have raised 
the New York discount rate by two decisive strokes of, at 
l^st I per cent, each, instead of three successive increases 
of I per cent, each and then a gap of 13 months before 
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the final increase of i per cent. Under the peculiar 
^ achieved much more^ than a 

slight curtailment of speculation and a somewhat quicker 
liquidation of securities, but the economic simation 
generpy would have been improved to the extent that 
S^tenS°^ have been curtailed and liquidation 

Policy in Countries without Organised 
Money Markets. The majority of countries do not have 
o rganised rnoney marg ets: there is a money market 
everywhere in Ae sense that at any given time there are 
always some institutions and individuals wishing to 
borrow money for one purpose or another and for short 
periods and others seeking to lend money for those 
purposes and periods, but in many countries there are no 
market operators specialising in mobilising all surplus 
funds available for short-term financing of their particular 
lines. In such cases the banks and similar financial 
institutions act as the primary intermediaries between 
short-term lenders and borrowers and, along with the 
Treasury which 'might be borrowing direct from the 
public on Treasury bills, they virtually constitute (he 
money market. Such a money market, however, while 
it does establish approximate relations between supply 
and demand in respect of various types of short-term 
surplus funds, is seldom active and mobile and does not 
effectively cover all sources of loanable funds, particularly 
those available only for very short periods. In other- 
words, i t is not finely bal anced and does not ordin arily 
work on “a narrow margiii, as a result o t which it is gener- 
ally -not capable ofbeing autOni-dtlcaHy-^espg^ive to 
ch anges in credit conditions and in the official discou nt 
rate. . , 

' It”has already been shown that even organisea money 
markets are not always automatically respons ive, omng 
toTbnormally liquid conditions and someumes other 
'factors, but it can at least be said that, except under highly 
abnormal circumstances, they tend to be either autom^^ 
ally responsive or capable of being made responsive, with 
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the aid of open-market operations, to central bank action. 
Without organised money markets, however, centr al 
b anks cannot usually rely eitiier on the one or th e 
oflier. 

"In spite of t hese handicaps the central banks o f 
pr actic^lv all such countries have adopted the d jscp.upt 
ra f^as aTweapon in varying _foxms-ancLdGgrees. In fact, 
the statutes of manyw the newer central banks actually 
contain a provision to the effect that they must fix and 
publish a discount rate; and they have regularly quoted a 
discount rate for first-class trade bills (with a currency 
up to three or four months and bearing two good names) 
and the same or a slightly higher rate for agricultural 
bills ^ (with a currency up to six or nine months and 
sometimes consisting of one-name promissory, notes 
secured by warehouse receipts) or for collateral advances 
against bills, notes, and Government or Municipal 
securities. 

T he significance of the discount rates of these cent ral 
b anks has been of a threefold nature! 

In the nrst place, in conjunction with the otiier ra tes 
b ased on itT ^ ie discount rate indicates the rates at whic h 
the public can obtain accommodation from the central 
b ank on the spedfied types of~pap er; — Undet their 
statutes most of these central banks have relatively wide 
powers of dealing with the public, but in practice they 
do not encourage the public to deal with them, in con- 
formity with the general principle that a true central bank 
should refrain from conducting ordinary commercial 
banking business to any great extent, if at all, provided 
the commercial banks give satisfactory services and quote 
reasonable rates to their customers based on the rates of 
the central bank. 

* In some countries, however, lower rates are quoted by the central bank 
on agricultural than on commerdal bills and loans, as a means of assisting 
and encouraging the producer. In Colombia, for wra mplp, the prevailing 
rates of the central bank are “4 per cent, for ordinary loan and discount 
operations and 3 per cent, for loans secured by agricultural warrants or 
guaranteed by bonds of the Bonded Warehouses issued against national pro- 
ducts of ready sale”. (Annual Report of the Bank of the Republic of 
Colombia, 1936-7.) 
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Being situated in debtor countries, many of thesp 
central banks have been inclined in ordinaiy tunes to 
regard it as part of their duty to ensure satisfactory bank 
mg services and reasonable rates to the communrty, and 
they have, therefore, come to judge the effectiven«s of 
their policy by the small instead of the large amount of 
business which they were called upon to perform directly 
tor the public Little or no business with the public 
conveyed to the central bank that the commercial banks 
were quoting approximately the same rates as it did for 
the same kinds of paper * The discount and other rates 
of the central bank have, therefore, tended to become, 
except under abnormal conditions, the standard rates for 
discounts and collateral loans of the types which are 
clearly eligible for the central bank under its statutes and 
rules, and the only opportunity for substantial deviations 
from the central bank’s rates, after allowing for differences 
in the currency and quality of paper and in the security 
for advances, would thus be found in the types of accom 
modation ■v^hich the central bank was prohibited from 
granting under its statutes 

S econd ly, th e discount rate represents the basis of the 
rates at which commercial banks can obtain central bank 
credit In the case of'some'offKese central BanksT^he 
commercial banks have to pay the full rates for discounts 
and loans as quoted by the central bank, while in othe r 
c ases they are allowed a mar gin of ^ or i per cent or 
more b^w the published rates " of the central bank 
This pr actice of allowing a margin m favour of the 

1 The Annual Report of the Rcsenc Bank of New Zealand for 19,5 eon 
tains the statement that the discount rate is not of great significance penomg 
the development of a bill market but it serves to indicate the Banks views as 
to the level at which the general ptiUic should be able to obtoin finanaal 
accommodation against first class bills 

» In the case of such central banks as those of Chile Colombia and Peru 
It was actuaUy implied in their statutes that they should quote redisrount rates 
for the commercial banks separate!} from thew discount rates for the pubhc 
and in the statutes of the central banks of Chile ^d Colombia 
down that they should not rediscount an} paper for banks which 
their customci rates of discount for the sa™ kmds of PaP<^ 
special rediscount rates of the central bank by more than zi and 3 P«- 
respecuvely 
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commercial banks has come t o be adopted partly on the 
ground that the assu mption by the borrowing bank 6F t he 
risk'of non-payment would ordinarily give the paper which 
it has prcscntcd~td_^hc'‘cehtfal Bank ,for rediscounts or 
cdllaTcral loans a higl^r value as compared with the paper 
presented directly by the public, and partly also on the 
ground that in the countries concerned the commerc ial 
banks u_sually_ppcr^e as wholesale distributors of b ank 
c redit. With few c}:cepti6hs,''fKe' central bank Has come 
to assume the re lationship __which_exist s betvveen a 
manufacturer" and a wholesaler, a n^ to . relv_primarily_on 
the^conuncrcial banks for the dis tribution o f cred it as 
anH when required, in consideration of which the banks 
have claimed a margin in their favour. 

The fo regoing ap plies to ordina^ conditio ns where 
central bank credit is automatically brought into play as 
the clastic clement in the credit structure. When, how- 
ever, the central bank’s observation of the credit situation 
leads it to consider that credit contraction and higher 
money rates arc desirable, it raises its official rates and 
may reduce or even remove the margin it formerly 
allowed the commercial banks, in order to emphasise 
more strongly to them the necessity for contraction of 
credit. 

It is not surprising, therefore, that the idea of making 
the discount rate of the central bank a penalty rate has 
not taken root in the countries under review. In the 
absence of organised money markets, and sometimes even 
in the absence of adequate and well-spread banking 
facilities, it follows that the role to be played by the 
rediscount rate in such countries is quite different from 
that of Bank rate in England. It may advantageously be 
below the rate charged by the commercial banks or other 
financial institutions for similar paper, but, as has been 
well said by Gregor)- ^ in connection with the position in 
the Federal Reserve System, "if this is to be reconciled 
with any attempt to control credit conditions, a rise in 
official rates must precede the rise in market rates, and 

> Op. dt., p. 137. 
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m official rates must anticipate reductions in market 

psychological value of the discount rate 
frS r to the central bank as an instrument 

of credit control It is at least a reflection of its opinion 
of the credit situation, and sometimes of the economic 
position generally As Gibson ^ said, a rise in the dis- 
count rate may be regarded as “the amber-coloured light 
ot warning of a robot system of finance and economics" 
or, in the vords of Addis,” “the danger signal, the red 
light warning the business community of rocks ahead on 
the course in which they are engaged”, while a fall in the 
discount rate may be looked upon as “the green light 
indicating that the coast is clear and that the ship of 
commerce may proceed on her waj with caution” 
Burgess,® in referring to the effects of Federal Reserve 
rate action, emphasise that “the most powerful influence 
of a rate change is that which is most difficult to measure 
— ^the psychological”, and that both in 1920 and in 1929 


the pS} chological influence was much more important than the 
direct because the rate change ivas a pronouncement by well- 
informed men concerning the credit situation made at a time 
when a change in direction of motement was ready to occur or 
was in process due to other causes 


The psychological value of the discount rate depends, 
inter aha^ on the prestige of the central bank and the 
degree of co-operation which it can obtain from the com- 
mercial banks Automatically the central bank can more 
readily create easy-money conditions by declaring its 
willingness to deal directly with the public at low rates, 
than it can bring about dear money simply bj raising its 
rate and curtailing credit facilities to its own customers « 


1 London Banters Magazsne, April, 1937 
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When a credit strain has developed and the cornmercial 
banks have approached the central bank for rediscounts 
and loans, the higher rates of the central bank may be 
immediately cflcctivc, but if the commercial banks are 
well supplied with funds, owing to hca\7 exports at 
favourable prices or a large inflow of capital, the central 
bank must rely on the voluntary co-operation of the 
commercial banks > and its moral influence over the 
business communitj'. 

In the light of experience this co-operation can best be 
secured by means of conventional relationships between 
the discount rate of the central bank and the various rates 
quoted by the commercial banks, somewhat on the lines 
of the traditional conventions observed by the English 
banks. It has already been shown that, partly because 
of the powers given to these central banks to grant direct 
accommodation to the public on certain classes of bills 
and securities, the commercial banks have shown a strong 
tcndenc)' to quote approximately the same rates for the 
same types of accommodation. As regards other types 
of accommodation, however, conventional relationships 
appear to be the easiest means of obtaining the desired 
results. This view is also held by Copland,® who, in 
referring to the situation in Australia, said that 
clwrly the most satisfactory arrangement is a system under which 
the leadership of the central bank is recognised in a set of con- 
ventions through which the banks implement the banking policy 
desired from time to time by the central bank, 
but that “it will take a long time for this voluntary co- 
operation to reach the required standard of efficiency”; 
and that the Royal Monetary and Banking Commission 
“seems to think that this co-operation could be hastened 
if the central bank had latent powers of compulsion”. 

lirinpinp .ibout credit contraction generally, since its direct and personal con- 
tact with the Irorrowcr involves a certain amount of rcsponsibilitj- for meeting 
his legitimite requirements at all times. If the central bank fails to observe 
this inonl ohlij;aiion, it cannot expect to retain iu pris-atc customers. 

‘ Much will depend .ilso on the extern to which the banks can agree amongst 
ihtm-elvej on the question of co-operating with the central bank. 

* December, 1937, 
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Several of the newer central banks have alreadv 
su^eeded in establishing some form of relationshm 
between their discount rates and the advance rates of the 
^ oimmerc^l banks In the case of the South African 
Reserve Bank, for example, the commercial banks have 
been found to change their overdraft rates whenever the 
South African Reserve Bank changes its discount rate 
and invariably in the same direction, although not always 
in the same degree When it raised its rate from c to 6 
per cent on the 13th November, 1931, the banks raised 
their minimum overdraft rate from 6| to 7^ per cent on 
the 19th November, 1931, and when it reduced its rate 
from 6 to 5 per cent on the 7th October, 1932, they 
reduced their rate to 6| per cent on the loth October, 
1932 Again, when the Reserve Bank further reduced 


Its rate to 4 per cent on the 20th February, 1933, they 
reduced their rate to 6 per cent * on the 20th March, 
1 93 3 j but when the former reduced its rate from 4 to 3^ 
per cent on the 15th May, 1933, they did not make their 
further reduction of \ per cent till April, 1934 Thus, 
as in London, the commercial banks in South Africa 


follow the Bank rate promptly upwards and also down- 
wards, except when it falls below 4 per cent 

With regard to discounts, the commercial banks in 
South Africa usually adopt the local Bank rate in the 
discount of bills which are considered to be eligible for 


discount by the Reserve Bank, while for other bills they 
charge higher rates varying according to the currency of 
the bill and the quality of the name or names thereon, 
and in respect of loans against gilt-edged secunties for 
periods not exceeding three months, for which the 
Reserve Bank quotes a rate \ per cent above its discount 
rate, they also adopt that rate as a general rule 

As regards the relationship between the discount rate 
of the central bank and the deposit rates of the commercial 
banks, conventions have also gradually been built up m 


1 It must be added, however, that on the 13th February, >933 they had 
partly anticipated the lowering of the Reserve Bank s discount rate by reducing 
their overdraft rate to 6J- per cent 
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various countries Moreover, in a few countries statutory 
provision has been made for such a relationship, as in 
Argentina, where the rate for sight deposits must be not 
less r han 3 per cent below the discount rate of the central 
bank and that for savings deposits not less than i per cent 
below it, or in Salvador, where the rate for time and 
savings deposits must be not less than i per cent below 
the discount rate of the central bank and that for sight 
deposits IS subject to a maximum of 2 per cent ^ 

In general, where under the leadership of the central 
bank or some other influence conventional relationships 
between the discount rate of the central bank and the 
discount, advance and deposit rates of the commercial 
banks have been set up, the need for an active money 
market is not so great or urgent for the purpose of central 
banking control through the discount rate It is, how- 
ever, of great importance to the central bank operating 
in a country without an orgamsed money market, to assist 
in the development of a money market not only as a means 
of improving or confirming its control, but also as a means 
of mobilising short-term loanable funds with a view to 
aifording possessors of such funds an outlet for invest- 
ment, on the one hand, and ensuring ordinarily more 
favourable terms for short-term borrowers, on the other 

1 In some countries maximum rates for deposits have been laid down by 
law, as in Denmark, Yugoslavia Hungary and Estonia or the central bank 
mg authonties have been given the power to fix maximum rates for Ume and 
savings deposits, as in the United States 



CHAPTER XI 

OPEN-MARKET OPERATIONS OF CENTRAL 
BANKS 


Evolution of Open-Market Opetattons Pnor to the 
War the Bank of England had, as stated in the previous 
chapter, relied upon Bank rate as the primary instrument 
of credit control At various times, however, when, 
owing to large foreign balances or for other reasons, the 
London money market was in a highly liquid state, the 
Bank expenenced great difficulty in making its rate 
effective and felt the need for some method which would 
enable it to reduce the liquidity of the market when- 
ever It desired to raise money rates generally 

The method which was evolved in pre-War days was 
that of withdrawing funds from the market principally 
by means of what were known as “selling Consols spot 
and buying for the account”* and “borrowing in the 
market” By the former was meant that the Bank sold 
Consols for cash and simultaneously repurchased them 
for the “account”, i e the date for the monthly settlement 
on the Stock Exchange, and, thus, to the extent that 
Consols were sold spot and repurchased, funds were 
withdrawn from the market for the imexpired period of 
the monthly Stock Exchange account Borrowing in the 
market, on the other hand, meant that the Bank borrowed 
from discount houses and bill-brokers against the pledge 
of Government secunties Whichever method was 
adopted the net result was the same, namely, that the 


1 According to King this method -vras 
the nineteenth century It was also fiequ 
Consols 


first adopted during the thirties 
jently referred to as borrowing 
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total volume of funds m the market was reduced and the 
market rate tended to rise much or little depending upon 
the extent of the Bank’s operations 

According to Sayers ^ the Bank used the method of 
selling Consols spot and buying them back for time more 
extensively than that of borrowing m the market up to 
the end of the nineteenth century, but after that and up 
to the time of the War the position was reversed While 
these two methods were the principal devices employed 
by the Bank for the purpose of withdrawing funds from 
the market, other methods were also used on various 
occasions, such as the outright sale of Government 
securities, borrowing from the commercial banks, and 
borrowing from special depositors (Governments of Japan, 
India and Argentina) 

After discussing the employment of all these methods 
during the period from 1890 to 1914, Sayers ® came to 
the conclusion that “the Bank had, in an extremely 
hesitating and not very consistent manner, solved its 
problem of controlling Market Rate by adopting a 
number of devices for reducing the supply of money m 
the market”, but that “the solution of this problem was 
piecemeal rather than systematic, and in many ways it 
was unsatisfactory”, and that “the diversity of methods 
employed by the Bank alone suggests that it was not 
very happy about any of them” 

He also referred to the following factors as having 
restrained the Bank’s open-market operations * the con- 
ventions that “it did not ever buy bills in the open market” 
and that “a bill once acquired by the Bank of England 
was held until maturity”, “the question of cost which 
some governors seemed loath to incur”, since in the case 
of outright purchases and sales of Government securities 
the Bank might “expose itself to the risks inherent in the 
purchase and sale of securities which, being long-term,^ 

^ Sank of England Operations i8^o-igi4 pp *7-36 
“ Ibid , pp izS-Q 



214 Open-Market Operations of Central Banks 

could fluc^ate mucli in price”; “the hampering tradition 
from which the Bank hardly ever broke, Lt Ihile it 
permissible for it to take measures to make Bank Rate 
^ective when gold was going out, such measures should 
be avoided at other times’ , as a result of which the Bank 
did not usually consider itself free to offset an internal ‘ 
dram resulting from the operation of seasonal or other 
forces; and the tendency of the market to “work on a 
narrower margin” at times when the Bank borrowed in 
the market, since “the market was inclined to treat the 
money borrowed by the Bank as if it were still in the 
hands of the market”. 

The only other central bank which undertook some 
form of open-market operations prior to the War was 
the Reichsbank, which, in addition to buying and selling 
foreign bills, used to offer Treasury bills for sale in the ■ 
open market at times with a view to absorbing surplus 
cash and preventing a too rapid fall in the market rate.^ 

When the Federal Reserve System was enacted -in 
1913, the Federal Reserve Banks were authorised to buy 
and sell bonds and notes of the United States Govern- 
ment, and also bills, notes, revenue bonds and warrants 
with an unexpired currency of not more than six months, 
issued in anticipation of the collection of taxes or of the 
receipt of assured revenues by anjr State, county, district, 
political sub-division, or municipality in the United 
States, 

During the period of the War and for some ume 
thereafter the open-market operations of the Bank of 
England, the Reichsbank and the Federal Reserve 
System were governed mainly by the requirements of 
War finance or post-War readjustment; i.e. apart from , 
the creation of central bank credit through collateral loans 
against Government securities, thev increased Aeir own 
holdings of Government stocks or Treasury bills for the 
convenience of the State.* 

1 Conant's Hisico^ of Modem Smh ofisme (F»h Edition), ^ 

» in the other bdUgerent countries 

form of special advances rather than purchases of Government aecunnes 
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After the termination of hostilities State finance 
gradually became a less dominating factor m Great 
Britain and the United States, and the Bank of England 
and the Federal Reserve Banks came to view open- 
market operations m a different l^ht than was customary 
prior to the War Instead of being employed merely as 
a subsidiary and complementary instrument with the 
object of making Bank rate effective, open-market 
opeiations have been adopted at various times as the 
principal method of credit control, and sometimes in- 
dependently of changes in official discount rates On 
many occasions since the War they have still been 
undertaken as a supplement to discount-rate policy as 
in pre-War days, but m recent years there has been a 
growing tendency to employ them as an independent 
instrument 

The mam reasons for the greater importance of open- 
market operations may be soughYmriirstlY, tfie experien ce 
ga ined during the WW a nd post-W ac-penods, secondly, 
th^e cline of the disco unt rate as an instrument of credit 

in the previous chapter, thinily, the sc ope for large-s cale 
ope n-market operations arisi ng out o f the consider ably 
increased volum e and yari^ oTGovernme nt securities 
outstanding, particufarly short-term securities such as 
Tre asury bi lls? and fourthly, the increased needs of the 
St ajteand its i ncreased i nfluenc e over the m oney ma rket, 
res3&ng_in a larger . me asure ofLsubseryien ce on the p art 
of the central ban k , whethe r-Arced o r voluntary, tn t hft 
re qmrements of State finan ce, as compared with the 
pr^VVar period ~ 

Meamnfr of Open-Market Operations In the wider 
sense open-market operations may be held to cover the 
p urchase or sale by th e central bank in the market of an y 
kn^ of ps-per m which it deals , whether Government 
securities or other public securities or bankers’ accept- 
ances or trade bills I n pra ctice, however, it has come to 
b e generally accepted in recent years that the~f5 =m 
open-market operations” should be applied only to the 
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securities, 1 both lone- 
termand_.sh2rt:^rni, and also only to the-^iiwht 
purchase or sale thereof. That is, it is not to includefe 
purchase_of^vgrmn ent securities 
hereunder repurc^agreement, iir^5^ 
which the latter haveToTepurcKaseihi ‘ ‘ 


-- ^PUrcKaseihrsgcufitier-^ ^hin 

a ^riod^£_i_ 5 ^ays. Furth^more, it would exclude 
such pre-war British methods as “selling Consols spot 
and buying them back for the Account” and “borrovnng 
in the market”, which have in any case been superseded 
since the War by outright purchases and sales. 

Thq principa l reason for using the term “open-mark et 
o perat io ns” in the narro wer sense is ffiat in outright 
purchases or sales of Government securitlei the initiative 

is~takeh 15Y^e~central bank rather Than the market. 

and such operations, therefore, reflect the deliberate 

cr^Ft poli^ of the central ban k. ' 

"Dn the other hand, in the case of purchases of Go vern- 
ment securi ties unde r “sa les con tract s!* or “repurchas e 
agreements”, dr pur^ases dfbankers* acceptances, as in 
th e United atat e s, theTm^ fivris Taken by the marke t'; 
anHFthe readiness of the F^erallieserve Banks to buy 
such securities and acceptances at all times under certain 
conditions as to currency and rate has been based on their 
desire to develop and maintain an active money market. 
It is true that within certain limits the FederaL Reser^e 
B anks could, for example, increase or decrease their 
purchases of bankers’ acceptances by adjusting their 
buying rates accordingly, but in practice they do not 
ordinarily use their buying rates for such purposes. 
T hey generally follow t h e market rates_.and keep , their 
buyin g rates close to the fQCT iec.j?rimarjbdojJ:h&jmrp^ 
of ^nsuring the continued existe nce_of_an.actiye_discount 

marke t. 

» Other ptiblic securities will, for obvious n^om, ^ 
central bank if there is a sufficiently xrWe m^ket in Government s«un^ 
Where, however, the central bank docs decide to deJ 


ipply of Government secu 
properly be included under 


securities or for other tt«on^ st 


Open-Market Operations of Central Banks 217 

Si gnifican ce of Open-Market Operations. B riefly sta ted, 
the significance of open-market operations lies in the fact 
that they tend to increase or decrease the supply of bank 
cash, and that changes in such supply tend under given 
circumstances to bring about changes in money rates and, 
economic conditions. 

The i nitial impact of open-market operations is on th e 
de posits of the commercial banks with the central ban k. 
By selling securities, for example, the central Bank 
reduces, other things being equal, ^ the bankers’ deposits 
by an equivalent amount, as the buyers of these securities 
will usually ® be either commercial banks or customers of 
commercial banks,* and payment for such purchases will 
be effected through debits to the bankers’ accounts with 
the central bank. Conversely, when the central bank 
buys securities, the result will be reflected in credits to 
the bankers’ accounts and an increase in the commercial 
banks’ cash reserves, which represent the credit base of 
the community. 

Th e theory underlying open-market operations * is that 
t he central bank, by increa sing or decreasing the cash 
re serves of~the (:o ni mercial~ Baiik's,~'w ill'l)ropi:)rfio nately 
in crease or decrease 5ie quantity of money and so brin g 
a bout relative changes in money rates and credit con- 
dit ions, which w ill in turn bring about corresponding 
adj ustnients in the p rice~level a 53— gen£ra l~~bug ihess 

^ Other things are not always equal, however, since such items as “notes in 
circulation”, “Government deposits", “other deposits”, and “gold coin and 
bulh'on” may sometimes also subject to changes, either in the same direc- 
tion as “bankers’ deposits" or in the opposite direction, or first in the one and 
then in the other. 

^ Exceptions arise when customers of the central bank other than the com- 
mercid banks buy some of these securities and pay for them out of their 
deposits with the central bank. This would tend to reduce the “other deposits” 
of the_ central bank and to make the reduction in “bankers’ deposits” less than 
what it would have been otherwise. 

* To the extent that the customers of commercial banks buy or sell the 
securities sold or bought by the central bank the deposit liabilities of the 
commercial banks will be i^uced or increased in the same manner as their 
cash reserves. 

* Except, of course, when they are aimed merely at ofiretting an inflow or 
outflow of gold or foreign exchange, the movements of Government funds or 
seasonal movements gene^y. 
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actmpr Accordxn ^o this theory. ther«.W such 

operatyoS^jf caniLdiriHtedfc?S 

stabil^ion of prices and/or busmess^ctivifeSFTTlii-st 
towar^ prev enting substantial deviations from the 
desi red level of pr ices a nHbusmess acti^ The theory 
however, de pendrfor its complete functioning oiTF^ r 
t»»in ain assumpt ions, namely, that the cash reserves of thf, 

co mmercial banks wi ll be_increased_or_decr^iiaijn 

ac corda n ce wi th the nature and extent of the c entral 
ba nks o pen market opera tions, that commercwljb^s 
wi ll seek toTncrease or decrease t heir loa n Tand i nvest 
me nts in~ accordatice with the increase or decrease in th eir 
cas h reser ves, that the scope or demand for bank credit 
w ill increase or decre^e m accordance with the increase 
o r decrease inthe credit base and the lowering or 'rSiang 
of mone y rates , and that the circulation of bank dep osits 
ha s a constant veloa ty In practice , howe ver, none of 
th ese assum pti ons is found to be fiilly valid 
^ In the first place, the cash reserves of the commercial 
banks do not always increase or decrease m proportion 
to the purchase or sale of securities by the central bank, 
as one or other disturbing factor may be operating 
simultaneously The inflow of gold and the return of 
notes from circulation or from hoards, for example, may 
offset partly or wholly a sale of securities by the central 
bank or may accentuate the effects of a purchase of 
securities, and the outflow of gold and the withdrawal of 
notes for increased currency requirements or for hoarding 
purposes may offset partly or wholly a purcha^ of 
securities by the central bank or may accentuate the effects 
of a sale of securities 

Secondly, commercial banks do not always increase or 
decrease their loans and investments in accordance vnth 
the increase or decrease of their cash rescues In other 
words, changes m the credit base and, therefore, in the 
volume of credit that could be created do not always 
bring about corresponding or proportionate changes ‘n 

the TOlume of credit that is actually created Ther® ar« 
many circumstances of a monetary, economic or politics 
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nature which may deter a commercial bank from employ- 
ing increased cash reserves fully if at all, or from con- 
tracting credit when its reserves are reduced. 

It is true that in England a traditional convention 
operates under which the commercial banks maintain a 
cash ratio of between 10 and ii per cent, of their deposit 
liabilities, increasing their loans and investments within 
the relative limits when their cash reserves increase, and 
vice versa. England, however, is the only coun^ so 
far where such a convention has been more or less rigidly 
adhered to; and even there the cash ratio of the banks has 
been allowed to go beyond ii per cent.^ on several 
occasions. On the 30th June, 1938, for example, the 
ratio of the Big Five of England stood at 11-7 per cent.; 
and for the year 1 934 the average monthly ratio of the 
London clearing banks was 1 1*3 per cent. 

In the United States, on the other hand, another 
tradition has been established, namely, that when the 
cash reserves of member banks increase, they tend first 
to reduce or repay their indebtedness to their Federal 
Reserve Banks; and when a bank has discharged its debts 
in full, it may seek to employ any further increase in its 
reserves or it may not, depending upon Government 
policies and activities, the international political outlook, 
the prospects of business, the trend of prices and exchange 
rates, etc. At times the member banks have carried 
huge excess reserves with their Reserve Banks, amounting 
to no less than $3,100,000,000 in August, 1936. At 
the end of 1937 the ratio of member banks’ cash reserves 
(including cash in vault) to their deposit liabilities stood 
at 22 per cent., compared with 9-4 per cent, in 1926 and 
9-3 per cent, in 1929. The same position has arisen in 
several of the newer countries. In South Africa, for 
example, the ratio of the cash reserves of the commercial 
banks has varied from ii-6 per cent, in the middle of 
1931 to 38 per cent, in January, 1934. 

‘ In this connection, however, it must he borne in mind that a rise in the 
cash ratio is sometimes brought about merely as a result of a shortage in other 
quick assets, such as call loans and bills. 
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relation between an increase in the 
credit base and the creation of commercial bank credit 
. thCTe are certain technical factors which must be taken 
into consideration by all banks. The one is that, while 
under some conditions and with a traditional cash ratio 
ot, say, lo per cent., fi of cash reserve may serve as a 
■basis for of domestic credit, under other conditions 
such as ^ exceptional demand for exchange and an 
external drain of gold of cash reserve can command 
only of gold or foreign exchange; and consequently 
banks have to consider the domestic and the international 
situation and the repercussions of credit expansion on 
their country’s balance of payments. S imil arly, if the 
expansion of credit creates conditions which lead to 
larger withdrawals of note or metallic currency for hoard- 
ing or other purposes, fi of cash reserve can command 
only of currency. The other factor is that, unless the 
banking system as a whole adopts a policy of credit 
expansion, the expanding banks would tend to lose part 
of their cash reserves to the non-expanding banks and 
might thus be compelled to contract again. The net 
result is that, unless the conditions are favourable for 
credit expansion or unless there is an unsatisfied demand 
for bank credit^ an increase in the credit base is limited 
in its ultimate effects on bank credit. 

Thirdly, it is frequently not just a case of commercial 
banks reffmning from systematic attempts to employ 
increased cash reserves, but also one of a lack of good 
borrowers. While an increase in the credit base will 
tend to lower money rates, the scope or demand for bank 
credit will not always increase in accordance with the 
reduction in money rates. In times of economic or 
political uncertainty, entrepreneurs may not be prepared 
to undertake great risks ^ even if their bankers offer them 
increased accommodation at moderate rates. Sometimes 
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It IS a case of unwillingness to borrow on the part of 
entrepreneurs, on the one hand, and unwillingness to lend 
on the part of banks and lenders generally, on the other 
Thus, owing to the risks involved, there may be not only 
a lack of borrowers as such, but also a lack of borrowers 
who are acceptable to banks Conversely, when money 
rates rise owing to a decrease m the credit base, the 
increase will not always result in a reduced demand for 
bank accommodation or in reduced opportunities for the 
employment of bank credit, or if such a reduction does 
take place, it will not always be in accordance with the 
rise in money rates The prospects of business and 
speculation may appear sufficiently attractive for entre- 
preneurs, investors and speculators to induce them to 
make still greater use of credit notwithstanding the higher 
rates 

Fourthly, the circulation of bank deposits does not have 
a constant velocity, nor is this velocity controllable as it is 
the resultant of human reactions Ordinarily it tends 
to increase during periods of rising business activity, 
sometimes in spite of a substantial hardening of money 
rates, and it tends to decrease during periods of declining 
business activity, sometimes in spite of a substantial 
easing of money rates, but the rate of increase or decrease 
cannot be accurately predetermined and effectively 
counteracted It has happened, for example, that a 
considerable lowering of money rates, owing largely to the 
elements of uncertainty, distrust and pessimism which 
may be associated with it, has contributed towards a 
further reduction in the velocity of circulation 

However, while in practice none of the assumptions 
pr eviously mentionedls tound to be tully valid , the least 
that can be said is that normally there liT^her things 
being equal, a strong tendency in the direction of the 
assumed relationships T he complications arise , of 
course, from the fact that frelmently other things ai-p. not 


reason that it must be the product of conditions and circumsl 
both favourable to business enterprise and reliably stabilzed 
Bankers Assoctaitm Journal May, 1938 ) 


es that are 
{American 
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equ al because of the O Egratao p^of the disturbing f .rtn», 
o-Slined^h^ The ^^onal element in oartoilar .c 
res EpnsiHe for most complications whirli 
lesgen the efficacy of open-market operaf-mna an 

in strument of credit con trol 

Th^estion as to h ow far the open-marker np prot.n»c 
o0:-cen tral h ank r an hr adj usteOii:_the_iui^ss of 
countera£tmgjhe^ec^_oLdistuiim^ has been 
a subj ect of acute controversy in recent years Hawtrey i 
for example, ad mits emphatically ^ in c onnectinn ^w^ an 
increase in the c redit 1;ase resulting from opeiwnarket 
operations, th at “an addition to Ae outstanding quant ity 
o f mone y, the ‘unspent margin’, in itself acramphshes 
nQth^”, s ince “the su pply of mon’ey, m the'bnly sense 
in which m^kets feel it,~i s~tKe1tow of money spent in 
exch ange f or commodities", ^d'~singe~“tRe~felease of 
c ash lay triers is an iftdispensafale condition ot an incre ase 
i n the consumers* income ” and “an abiorption ot 'cash 
i s~insep a rable fr o m an equi^^ent reduction of the con - 
s ^ersHncom e" He mso admits that "the release or 
absorption of cash is not ngidly dependent upon the 
, r-. — ,, — ^- 5~ fagnk s, ~ a nd ' t ha t 


in creasFor decrease ofTending**' , 

“t Fere may be other causes a ffecting the amount of 
balances that people are willing to hold”, but he maintains 
that "these other causes must be taken into account by 
the authorities regulating credit” and that “they must 
endeavour so to adjust their measures that the resultant 
enlargement or compression of the consumers’ income 
and outlay will be just what is required” 

Wi thin certain limits and under certain circunistan ces 
cen traFbanks may advantageously undertake to endeavo ur 
“so to adiust their measures". a lthougfi~it must be bo rne 
in mmcTthat, in the light of past experience, non j none^ 
favors are. nrieni 51 Z^teLde_thg^adiu^^ 
central banks, m atteinpting to do the im^os^We^ 
th dy may i it m motion other forces which may do more 
harm than good T b^re are occasion s on which c entral 
ha nks may be able to neutraliae_the_ 

^ Art of Central Banhng 145-* 



Open-Market Operations of Central Banks 223 

monet ary facto rs by means of a suitable adjustment of the 
sup^ of cr^it, b ut m ore often than not they will fin d 
themsel ves at a g reat disadvantage when trying to combat 
the influence of non monetary forces What is very 
importan^in this connection-iSj-as-Hawtrey ^ has said, 
th^-'^en a central bank_adopts_a_ polic y of credit 
a(^stment,_it shou ld beware of the da n ger no t only o f 
taldii^ action too late or depe nding upon a n index (such 
as the gold reserve ratio) which reacts t oo slowly to 
di sequilibrium , but also o f taking_action halfheartedly 
instead of decisively 

Once the vicious circle (of inflation or deflation) has been-// 
broken, the measures taken must be prompdy and completely 
reversed, for otherwise the new and contrary credit movement 
will in turn gam a perilous impetus 

While Hawtrey believes that c entral b anks ca n 
neutrSise the effects of non monetary forc es or overcome 
t he * instabi lity_of.credit** and the ‘ instability of velocity”, 
hedoM n ot pin his faith on o pen m arket o perat i ons a lone 
On 3 ie contrary, he c^siders that the use of the discount 
ra te in coniunction therewith is e ssential Keynes and 
several other economists, on the other hand, maintain 
that_ppen=market-operationSy-undertaken eirtensiv^ly^nd 
s kilfully , co uld achieve the p urpos e without a dismun t-i, 
r ate policy if they were su pplemented by State organisa- \ 
t ion of invest ment_or._failing_this,_by co mpe nsator y { 
p lanning^f p ublic works 

A nother f actor which has to be taken into considera- 
tion is that b road and active markets m short-term a nd 
long-term Government securities are essential for the 



It had Itself created previousl y In the interest of a 
generally sound monetary situation, therefore, the central 
bank IS limited to acquiring securities during a period 
of credit stringency The net result of the creation of 
central bank credit under such conditions might be 


either that banks and money market operators could avoid 
hai ing to rediscount with the central bank or could repay 
or reduce their previous indebtedness to the central 
bank, and the central bank would then have more 
Government securities in its portfolio and fewer bills of 
exchange and collateral notes If, however, the central 
bank bu)s the securities in the absence of a credit 
stringenc), its action would be tantamount to creating 
conditions of artificial!} cheap money * 

Till about twelve years ago central banks had not had 
much experience in matters relating to credit adjustment 
for neutralising purposes, and consequently such matters 
were regarded as falling principally within the realm ot 
theory The extensive experience, however, which the 
central banks of such countries as Great Britain and the 
United States have had with such credit adjustoent in 
recent years, has brought it within the practical sphere, 

I The limitauons of cheap xnone> on the one and its dangers on 

the other hate already been referred to on pages iji6 7 
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but has also revealed its limitations and its practicability 
only under certain circumstances. The limits within 
which and the circumstances under which credit can 
be effectively adjusted for specific purposes, cannot be 
reduced to a rigid formula and must be left to the dis- 
cretion of central banks under the guidance of past experi- 
ence and current observation. In any particular country 
the extent of its possible application at any particular 
time will depend upon such factors as the prevailing econo- 
mic, political and social conditions; the temperament of 
the people; the make-up of the banking structure; the 
experience, skill and prestige of the central bank; the 
state of public finance; the degree of co-operation between 
the central bank, on the one hand, and the commercial 
banks and the Government, on the other; and the extent 
and activity of the security markets. 

Open-Market Operations in Great Britain. As pre- 
viously stated, open-market operations have been adopted 
at various times since the War as the principal method of 
credit control in Great Britain, and even as an independent 
instrument. This situation appears to be generally 
acknowledged and accepted in British banking circles. 
For example, Crick,^ a London bank economist, says 
that “the Bank of England can and does act forcibly and 
deliberately to bring about, by direct action on cash 
reserves, either an expansion or contraction of bank 
deposits", and that “there is no doubt, therefore, that 
power to control the quantity of money has become a 
regular instrument of central bank policy”. 

The main objectives of open-market operations by the 
Bank of England since the War may be summarised as 
follows: 

(1) to make Bank rate effective or to prepare the ground 
for a change in Bank rate; 

(2) to avoid disturbances in the money market as a result 
of movements of Government funds or seasonal move- 
ments generally; 

(3) to offset the inflow and outflow of gold; 

^ Lmdtm Bankers' Magazine, June, 1933. 
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(4) to support Government credit in connection with the 

of new loans or the conversion of existing loans 

(5) to create and maintain conditions of cheap money as 

an aid to business recovery ^ 

As in pre War days the Bank of England continued 
after the War to use open market operations as a supple 
ment to Bank rate policy at times when it desired to bring 
the market rate closer to Bank rate or to adjust mar ket 
conditions to a change which it was about to make in 
Bank rate For example, in the last week of January, 
1 93^3 sterling had Wn weak in terms of various 
currencies for months in succession and the Bank s gold 
reserve had dropped to almost ,^140,000,000 and after 
market rates had been below the Bank rate of 3 per cent 
by at least i percent for many months, the Bank suddenly 
intervened in the market widi a policy designed to bring 
market rates more into touch with the existing Bank rate 
It not only sold secunties with a view to withdrawing 
loanable funds from the market, but it also sold Treasury 
bills m the market at rates considerably m advance of 
market rates for fine commercial bills These operations 
resulted m the immediate adjustment of market rates to 
the higher level dictated by the Banks intervention 
The rise in money rates proved effective so far as the 
foreign exchanges were concerned, and the rates on New 
York and Pans moved away from their respective 
gold export points » Since 1932, however, open market 
operations have for vanous reasons not been adopted for 
the purpose of making Bank rate effective 

With regard to the neutralising of seasonal movements, 
a more systematic and consistent technique has been 
evolved as compared with the hesitating and half hearted 
manner in which such operations were undertaken prior 
to the War The Bank has, for example, almost 
regularly bought securities (stocfe or Treasury bills, 
mostly the latter) during December in order to offsj 
the heavy withdrawals of currency for the Christmas 

lEconomta 31 Januar> 193* 
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holiday and shopping disbursements, and sold ^ them in 
January with the return of notes from circulation. It 
has also conducted such “stabilising” operations in 
connection with the movement of Government funds, 
buying securities during periods of heavy tax payments 
when funds flow into the Government accounts ® at the 
Bank and selling them when heavy disbursements are 
made by the Government for dividends or for other 
purposes. The object of these purchases and sales is, 
of course, to prevent, as far as possible, the market and 
its rates being disturbed by temporary withdrawals and 
accruals of funds on account of the financial operations of 
the Government. Moreover, the Bank has adopted a 
similar practice in respect of the “ironing out” of the 
seasonal autumnal drain, which was such a feature of 
pre-War days. On some occasions, however, it has 
refrained from neutralising a particular seasonal move- 
ment apparently because of its desire to see a correspond- 
ing change in market rates. 

The policy of neutralising disturbing movements has 
also been applied to offsetting the inflow and outflow of 
gold resulting from what appear to be temporary or 
artificial trends in the balance of payments, particularly in 
connection with the large-scale movements of fugitive 
capital. Prior to 1932 the Bank did this on its own 
account as part of its policy of insulating the internal 
credit structure from external forces as far as possible 
and avoiding changes in market rates and in Bank rate 
which were not essential for purposes of control and 
regulation. It bought securities when gold flowed out 
of the country and sold them when gold flowed in again. 
When, however, in its opinion the prevailing conditions 
demanded that the outflow or inflow of gold should 

‘ These transactions do not necessarily represent actual sales in the market, 
but frequently consist of Treasury bills maturing' which are not renewed by 
Ae Bank. This is generally acknowledged as one of the great advantages of 
Treasury bills in connection with open-market operations. 

» In recent years Government accounts have derived added importance from 
the operations of the Unemployment Insurance Fund, Exchange Equalisation 
Account, etc. ’ 
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have Its peculiar effect on the credit base either whollv or 
partly, it did not offset the particular movement of gold or 
did so only Dartly according to circumstances. SiLe the 

being 

If performed these operations raainll 

on behalf of the Account^ which is managed by the Bank 
for account, and subject to the control, of the Treasury 
whmh in turn works in dose co-operation with the Bank 
Through the Exchange Equalisation Account the 
effects of gold and capital movements on the credit 
situation are offset, as a general rule, by the sale of an 
equivalent amount of Treasury bills when gold or ex- 
change is purchased by the Account, and by the purchase 
or redemption of bills in the case of an outflow of gold 
or a sale of exchange. On the 31st March, 1938, the 
Account held 42,546,000 fine ounces of gold, of a value 
of about ,^300,000,000 at the current market price. 
Its gold holdings would have been considerably higher if 
the Bank had not bought a large amount of gold from the 
Account from time to tim^' mainly in connection with 
the big rise in the note drculation, but partly also as a 
means of maintaining the credit base at a level demanded 
by a cheap-money policy and relieving the Account at the 
same time. 

In this connection a new open-market technique was 
adopted in May, 1938, when a substantial repatriation 
of French funds from London took place. • Instead of 
seeking to offset the temporary contraction of bank cash 
by buying Treasury bills, the Bank allowed it to be known 
in the market that any dealer or broker finding himself 
short of funds, and unable to balance his position by 
borrowing in the market, would be able to sell bills at 

1 While this book -was in the press, gold of a statutory value of £200,oi»,ooo 
(about 47,000,000 fine ounces) was transferred from the Bank to the EmIm^ 
Account in January, 1939. and this amount represented ^ctically the en^ 
acquisition of gold by the Bank since the end of rgsa. Ths tr^sfer of gold 
to^he Exchange Account must be assodated with the 
gold from London during 1938, » New York and Pans, and 

in the gold holdings of the Acconntftom 42,546,000 oun^ on 3 1 

21,684,000 ounces on 30 September, 1938. a further reduced 
quantity (not yet disclosed) at the end of 1938- 
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^ per cent, to the Bank’s broker instead of having to get 
direct accommodation from the Bank at its official dis- 
count or advance rates, and it was reported that these 
terms were availed of to an appreciable extent. As the 
Economist ^ pointed out at the time, 

the shifting of the initiative for open market operations from the 
authorities to the market itself secured obvious advantages, for the 
size of those operations was automatically adjusted, with the 
greatest possible precision, to the amount of help required by the 
market. 

Another phase of open-market policy has been that of 
supporting Government credit in connection with the 
issue of new loans or the conversion of old loans. During 
the War and post-War periods the Bank had in various 
ways to assist the Government in raising the enormous 
amounts required ; and since that time the Bank has on 
several occasions been called upon to support Govern- 
ment credit ® for one purpose or another. The principal 
occasion was in respect of the conversion of the 
;^2,ooo,ooo,ooo s per cent. War loan on a 3I per cent, 
basis. in July, 1932. Without the active assistance and 
co-operation of (he Bank in the form of a substantial 
increase in the credit base and the lowering of money 
rates generally, the Treasury could not have carried out 
such a gigantic and essential conversion operation at such 
a low rate successfully. 

As an indication of the extent and trend of the Bank’s 
open-market operations over a period of years it may 
be pointed out that, from ,^311,761,000 at the end 
of 1929, the Bank’s total holdings of Government 
securities increased to ,^368,600,000 at the end of 
1932. During this period the Bank’s gold reserve 

* z8 May, 1938. 

® Wagemann points out that, if open-market policy is used to support 
Government securities "when, in times of strained bank credits, drops in 
quotations have occurred . . . Government loans can become lirst-class liquid 
investments in so far as they are not already so”, and that “by of this, 

the savers as well as banks and savings banks will perhaps invest in Govern- 
ment securities to a greater extent than they did before”. Wtrthschafi- 
sfohtische Straiegie, p. 318. 
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£49S, 241,000 to £si6,228,ooh, showilg that 4e ^ 
nitfl? aimed at neutralising V 

ou^ow of gold as well as increasing the credit ba7e 
Between the end of 1932 and that of 1937, however' 
the Bank s holdings of Government securities declined 
from ;C368,6 oo,ooo to ^£334,300,000 respectively, where- 
as Its gold holdings valued at the statutory price of 
about 85s. per fine ounce increased from ;£i24, 309,000 
^327)244,000, and its notes and deposits from' 
^51^228,000 to £673,909,000. This indicates that 
the Bank found it possible to reduce its holdings of 
securities " during the years 1933-7 while still pursuing 
its policy of maintaining or increasing the credit base, 
since its large purchases of gold, primarily from the 
Exchange Equalisation Account, were more than suffi- 
cient to provide not only for the increase of ;£i 34,000,000 
in its note circulation, but also for a further increase of 
,£23,000,000 in its deposits. 

Tlie increase in the credit base as a result of open- 
market operations by the Bank was also undertaken as 
part of a monetary policy designed to aid business 
recovery in the sense of creating favourable monetary 
conditions for production and trade, so as at least to 
prevent projects and transactions being cancelled or held 

1 In this connection it must be added that 3(J6o,oaa,oQQ of Gotemmeat 
securities were transferred from the Issue Department of the Bank to the 
Exchange Equalisation Account in December, 1936, in connection with the 
reduction of ,f6o,ooo,ooo in the fidndary note issue, which in turn was con- 
nected with the transfer of £ 6 000,000 of gold from the Exchange Equalisation 
Account to the Bank. - . , 

On 6 January, 1939, however, a leveise operation of great magmtude took 
place when ,^200,000,000 gold was transferred from the Bank to the Exchan^ 
Account and an approximately equivalent amount of Government securines 
(Treasury Bills) from the Exchange Account to the Issue Department of the 
Bank, whfle the fiduciary note issue was increased from ,^230,000,000 to 
£ 400 , 000 , 000 . The result was that the net position from the point of view ot 
the oedit base remained practically unchanged. This wm ako the case in 
February, when the Bank’s gold holdings were written up by £95,00^000 to 
market prices and its holdings of securities were reduced ^ about “e s^ 
amount roincident with a reduction in the fiduciary issue from £ 400 , 000,000 
to £ 300 , 000 , 000 . 
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up because of dear money or unwillingness on the part 
of banks to supply the requisite credit facilities. This 
phase of the Bank’s open-market policy has, however, 
never attained large dimensions and great prominence 
'as compared, for example, with the operations of the 
Federal Reserve System.^ 

In general, it may be said that the Bank, acting in close 
co-operation with the Treasury and the National Debt 
Commissioners ® and operating as the agent of the 
Exchange Equalisation Account and numerous central 
banks, has acquired a position of great power and control 
over the money, exchange, gold, gilt-edged security and 
capital markets of Great Britain. It must, however, be 
emphasised that the Bank’s increased control over these 
markets, as compared with the pre-War period, rests 
largely on the Government's increased power and in- 
fluence which have been derived from such factors as the 
preponderance of the Treasury bill in the discount 
market, the 'considerably increased volume of extra- 
budgetary funds managed by Government Departments 
and invested in Government securities, the suspension 
of the gold standard, the operations of the Exchange 
Equalisation Account, etc. These developments have 
tended to place the Bank in a position of greater subser- 
vience to the requirements of State finance, and have ren- 
dered close and continuous co-operation between the Bank 
and the Government more necessary than ever before. 

.Open-Market Operations in the United States. The 
open-market policy of the Federal Reserve System' 
has, on the whole, aimed at the same objectives as in 
the case of the Bank of England, but with important 

* One of the reasons for the smaller dimensions 'of open-market operations 
in Great Britain is the existence of the traditional convention, previously 
referred to, under which the commercial banks maintain a ratio of between 
10 and II per cent, of their deposit liabilities and react promptly, therefore, 
to changes in the credit base resulting from open-market operations. 

’ The National Debt Commissioners manage the investments of the Un- 
employment Insurance Fund, National Health Insurance Fund, Post Office 
Savings Bank, Trustee Savings Banks, etc., the combined resources of which 
have given the Commissioners an appreciable influence over the market for 
gilt-edged securities. 
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i« ths scale of 


Open-market operations have frequently been under- 
taken for foe purpose of making the discount rates of 
the Federal Reserve Banks effective r- - 


ground for changes in their rates, and also for tL pifrpose 
of supporting Government credit in connection with 
new issues or conversions. More over, it has become a 
regular part of open-market policy, as in Great Britain, to 
avoid disturbances in money-market conditions as a 
result of movements of Government funds or seasonal 
movements. As recently as September, 1937 , the 
Federal Open Market Committee ^ issued a statement 
that 


in view of the expected seasonal demands bn the banks for currency 
and credit during the coming weeks the Committee authorised 
its Executive Committee to purchase in the open market from 
time to time sufficient amounts of short-tenn United States 
Government obligations to provide funds to meet seasonal with- 
drawals of currency from the banks and other seasonal requirements, 

and that “reduction of foe additional holdings in the 
open market portfolio is contemplated when foe seasonal 
influences are reversed or other circumstances make their 
retention unnecessary”. 

,With regard to gold movements, purchases or sales of 
securities have been made at times to offset the effects of 
an outflow or inflow of gold, but these transactions did not 
represent a regular phase of open-market policy and were 
usually undertaken only in the case of exceptional move- 
mcnts of gold. Since i^22y when open-market policy 
as such was first adopted by the Federal Reserve B^ks, 
their gold reserves have always been relatively 
and, as compared with the Bank of England whose gol 
reserves have till recent years always been small m 


1 Consisling of the Board of Governors of the 
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relation to the size of the credit structure and the volume 
of the business and financial transactions of Great 
Britain, have shown a large margin over and above legal 
requirements. This difference between the two central 
banking systems in respect of the gold-reserve ratio 
accounted for the difference in the degree in- which open- 
market operations were undertaken for the purpose of 
neutralising the effects of gold movements. 

In the United States a somewhat similar procedure as 
in the case of the Exchange Equalisation Account of 
Great Britain was adopted in December, 1936, for the. 
purpose of insulating the internal credit structure from 
gold movements through the medium of the Stabilisation 
and Inactive Gold Accounts operated by the Federal 
Treasury, which bought all the imported or locally- 
produced gold with the proceeds of Treasury bills and 
sterilised it for all practical purposes. In September, 
1937, however, $300,000,000 gold was transferred from 
the Inactive Gold Account to the Federal Reserve System 
in the shape of an equivalent amount of gold certificates 
which were issued to the Federal Reserve Banks, while 
the latter credited the Treasury accounts with the proceeds 
thereof; in February, 1938, it was announced that gold 
acquired by the Treasury would be included in the 
Inactive Gold Account only to the extent that such 
acquisitions in any one quarter exceeded $100,000,000; 
and in April, 1 938, it was decided, for reasons of monetary 
policy associated with the trade recession, to abolish the 
Inactive Gold Account and desterilise all the gold still 
held by that Account. 

The principal phase of open-market policy in the 
United States has been the attempt to counteract extreme 
trends in the business situation by buying securities 
during periods of declining activity and selling securities 
during periods of expanding activity. As far back as 
1923 the following principle was adopted by the Federal 
Reserve Board, namely, 

Aat the time, manner, character, and volume of open-market 
investments purchased by Federal reserve banks, be governed with 
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aTCommoiition of commerce and business 
SuaE°oi?* purchases or sales on the genera] credit 


The Federal Reserve authorities havertiever assumed that 
trough open-market operations they could eliminate the 
business cycle, but they have aimed at “ironing out” the 
business cycle as_ far as possible or, in other words 
reducing the amplitude of cyclical fluctuations in business 
activity to a minimum. 

Burgess ® emphasises that 


open market operations find their major use as one of the most 
effecrive instruments of the Reserve System in its effort towards 
creating monetary conditions which will favor economic stability, 
and that “Federal Reserve policy has been a compensating 
influence directed towards greater business stability”, but 
that “the effectiveness of operations clearly depends on 
general economic conditions”. With the aid of a chart 
which shows the general timing of open-market operations 
since 192a in their relation to the volume of industrial 
production in the United States, he proves that '*pur- 
chases of securities have been made at times of business 
recession, declining prices, heavy member bank debt, and 
declining or stagnant credit volume”, and 

have usually been accompanied and followed by a reduction in 
member bank debt, reduction in interest rates, increased volume 
of credit, steady or rising commodity prices, and at times by 
business recovery, 
while 


sales of securities have been made at periods of active businea, 
rising prices, and expanding credit and have been followed by 
incr^es in member bank borrovring, higher mterrat rates, a check 
in credit expansion, and often a moderation in business expansion. 

Burgess also shows that “from 1922 through 1927 the 
response of the economic organism to relatively small 
changes in Federal Reserve policy was extraordinary , 


1 Federal Reserve Bulletin, May, 1923- 
* Reserve Bcatksarsd the Men^ Market, 


Revised Edition (Harper), pp. 249-i4- 
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whereas “in 1928 and 1929 and later in the depression 
even the most vigorous measures taken by the Reserve 
System had relatively little effect”. What happened was 
that “member banjc borrowing, interest ratps, and the 
growth of bank credit did indeed respond in a measure 
but these in their turn failed to influence the country’s 
economy”, and while “the expansion of bank credit was 
checked in 1928 and 1929”, “other lenders appeared and 
the increased rate of turnover or ‘velocity’ of bank credit 
made up for lack of growth in volume”. 

With regard to Sie fulure of the Federal Reserve 
System in dealing with the great speculative boom of 
1928-9, the general consensus of opihion both in and 
outside the United States appears to be that the main 
causes of the failure were the following. In the first 
place, the easy-money policy of 1927 (as reflected in 
purchases of securities and a reduction in official discount 
rates), which aimed not only at reversing the business 
recession that had set in locally after the first quarter of 
that year but also at contributing towards an improve- 
ment in the European monetary and economic situation, 
/■was maintained too long on account of the wider objective 
and thus contributed towards the engendering of the 
conditions that ultimately led to speculative excesses. 

Secondly, while the System did sell securities to the 
amount of $405,000,000 between the beginning of 1928- 
and April, 1929, and raised, for example, the discount 
rate of the Federal Reserve Bank of New York from 
3 h to 5 per cent, during 1928, this restrictive policy 
was pursued half-heartedly and hesitatingly instead of 
promptly and drastically. It is generally considered that, 
as soon as it was discovered that the speculative situation 
was tending to get out of hand, the New York discount 
rate should have been raised by two decisive strokes of 
at least i per cent, each, instead of by three successive 
increases of J per cent, each followed by a gap of 13 
months before the final increase of i per cent. 

Thirdly, the System attempted to restrict credit for 
speculative uses and make money dear for those purposes 
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while maintaining an open door and lower rates for 
business activities. It relied to a large extent on direct 
action and moral suasion, both of which failed under the ' 
peculiar conditions prevailing in the United States at the 
time. 

The relative success which attended the open-market 
policy of the System during the period from 1922 to 1927 
has induced some to use it as a basis for a theory of 
business-cycle control which could, in their opinion, be 
similarly applied at all times and in all places. Its 
subsequent failure, however, has demonstrated, as pre- 
viously stated in a general manner, that it can be success- 
fully applied only within certain limits and under certain 
circumstances. It should be noted, moreover, that 
during the period of successful application the discount 
rate was almost always used in conjunction with open- 
market operations. 

In this connection it must be said that, in the opinion 
of several American writers, open-market operations have 
only been successful in their capacity as a supplement or 
complement to discount-rate policy and should only be 
used as such. According to Willis ^ 

the older use of the open market transaction — that of actually 
influencing the rate which central banks have determined upon 
as a desirable one for the community — ^is, thus fer, the only 
demonstratedly desirable employment of the open market operation, 

and "such operations may prove a useful alternative or 
auxiliary to other modes of applying the central bank’s 
credit", but "they do not constitute an independent 
kind of influence or type of transaction”. , Clark - says 
that 

although the New York Reserve Bank, by its open market opera- 
tions, has been particularly successful in preventing short-time 
disturbances in the money market, smoothing out extreme m 
interest rates, and in meeting emergencie, 

have been scarcely, if at all, successful in the field of credit control, 
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and that “from the standpoint of credit control, open 
market operations are complementary to discount policy”. 
Spahr i-also holds that open-market operations 

are a helpful instrument to use to meet seasonal demands in busi- 
ness, to offset the effects of government and corporate financing 
and gold movements, but it is very doubtful if they c^ have any 
appreciable effect upon C3rclical or secular trends in business. 

Harris- considers that “open market operations have 
proved to be a weapon of second rate effectiveness”, and 
that “the high hopes held out for them are to be ex- 
plained by a failure to understand their significance and 
functioning”. 

With regard to the relationship between open-market 
operations and the volume of Federal Reserve credit 
outstanding, emphasis must be laid on the traditional 
tendency of the member banks, when their cash reserves 
are increased as a result of the System’s purchases of 
securities, first to reduce or repay their indebtedness to 
their Federal Reserve Banks. This means that such 
purchases of securities fre^endy do not result in a net 
increase in the volume of Federal Reserve credit, but if 
pursued in sufficiently large volume they will naturally 
bring about such an increase in due course. Conversely, 
the System’s sales of securities do not always result in a 
decrease in the volume of Federal Reserve credit, as 
member banks frequendy borrow from their Federal 
Reserve Banks to offset the depletion of their reserves. 
While member banks have shown a tendency to offset 
ffie System’s open-market operations in these ways, it 
is generally considered tha^ in the absence of highly 
abnormal conditions such as have prevailed in recent 
years, open-market operations have been accompanied by 
a psychological reaction on the part of member banks 
which was favourable to credit expansion when redis- 
counts declined, and favourable to credit contraction when 
rediscounts increased. 
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As regards the relationship between rediscounts and 
open-market operations, both of which were envisaged by 
Ae original Federal Reserve Act but in the position S 
the major and the minor activity j-espectively, a bie 
change has taken place since 1929 as the result of huee 
purchases of securities by the System, combined with a 
large net inflow of gold. At first open-market operations 
merely showed a tendency to overtake rediscounts, and 
then to replace them as the major activity, but with 
the purchase of $f,i 10,000,000 securities in 1932 and 
$570,000,000 in 1933 open-market operations have 
replaced rediscounts altogether. The System’s holdings 
of securities were increased from $300,000,000 at the 
beginning of 1929 to $2,564,000,000 ^ at the end of 
19375 while rediscounts declined from $1,050,000,000 
to $9,866,000 2 respectively. 

The purchases -of securities in such large amounts, 
much more than sufficient to wipe out the indebtedness of 
member banks to the Federal Reserve Banks, formed 
part of a monetary policy designed to promote reflation 
and counteract deflation and depression. As recently as 
September, 1937, the Board of Governors* referred to 
the purpose of open-market operations as being "to 
maintain at member banks an aggregate volume of 
excess reserves adequate for the continuation of the 
System’s policy of monetary ease for the furtherance of 
economic recovery”, and to “the System’s policy of 
maintaining a condition of monetary ease” as “a policy 
that has been actively pursued since the early months of 

This easy-money policy cannot be said to have had 
much success so far in attaining its objective, but the, 
ultimate dangers of the possible inflationary effects ot 
undue monetary ease appear to be fully realised by many 

1 Consisting of “ Treasury not^ 

bilk, and 8752,000,000 in Government bonds {Annual Report of Bo f 

at the end of 1937 in the form of indusinal advances, 
a Federal Reserve Bulletin, October, 1937- 
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American bankers. Recently Aldrich,^ for example, in 
discussing the System’s policy of abundant and easy 
money and ‘its relation to the Stock Exchange, pointed 
out that, when “the natural gasoline in the automobile, 
namely, true savings, is doped by the injection of an 
immense volume of expanding bank credit, rapidly grow- 
ing, the machine will run wild”, and that, “if money and 
credit are made excessive, dangerous and perverse 
phenomena will manifest themselves in unexpected places 
and at unexpected times 

^ Address on Stoch Market from the Ftenjopoint of a Commercial Banker^ 
pp. 19-20. 



CHAPTER XII 

OPEN-MARKET OPERATIONS {conttmed) 

Open-Market Operations m Other Countries It is 
only in recent years that the question of open-market 
operations by central banks has attained some measure 
of prominence in countries outside of Great Britain and 
the United States It was stated previously that, apart 
from the Bank of England, the only other central bank 
which undertook some form of open-market operations 
prior to the War was the Reichsbank, which used to offer 
Treasury bills for sale in the open market at times with 
a view to absorbing surplus cash and preventing a too 
rapid fall in the market rate 

Under the new Bank Law of 1924, however, the 
Reichsbank was, for all practical purposes, prohibited 
from conducting open-market operations, and it was 
not till 1933, that It was specificdly given the power to 
do so Sarow,i for example, bewails the circumstance 
that “the Reichsbank found it a severe handicap that in 
the credit crisis of 1931 open-market operations were 
still forbidden” ® Under the amendments of 1933 the 
Reichsbank obtained the right to buy and sell certain 
specified securities,® “with a view to regulating the 


1 Offenmaritpobtik zar Konjunktumgebing, preface 

* Mildred Northrop, after referring to the Reichsbank s readiness to abandon 
bank rate in periods of emergency (prior to 1933) as proof that the R"™ 
bank Itself considered its discount pohcy an ineffiaent tool of central bMk 
control , says that this attitude was condiooned in part by the inabiWy 
of the German bank rate to lean upon open market operations Laitrei 


Pobctes of the Raehsbcmh 1924-33, p 306 w , 

» Bonds issued by the Reich or by any German State or municipality o 
by certain Government credit msbtutions, or bonds guaranteed by the Reicn 
or by any German State, or shares of German lailwajs 


240 
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money market”, and to include such securities as cover 
for the Bank’s note issue, and m the annual report of 
the Reichsbank for that year it was stated that those 
amendments were untended to give the Bank “an in- 
creased freedom of movement with regard to the require- 
ments of modern times, inter aha by means of the open- 
market policy” 

Sarow^ considers that “in Germany the large con- 
versions and the financing of the labour creation pro- 
grammes would have been impossible without direct 
and indirect open-market policy”, and points out 
that, while “the direct open-market operations of 
security purchases attained only a high point of about 
450 million marks”, “the employment thereof for 
the purpose of fostering the capital market and as an 
mitial stimulus for conversions produced a powerful 
effect” 

With regard to France, Margaret Myers * says that 
m the decade following 1857, 

when the Bank of France changed its discount rate frequently in 
imitation of the Bank of Engird, the question was raised as to 
whether or not the Bank of France should also engage in open- 
market operations in the English &shion, 

and that 

the question was decided in the n^ative, not because it was 
thought that the Bank lacked the necessary authority, but because 
It would expose the Bank to risk of loss, and also to the suspicion 
of manipulating the market 

After the War, however, the attitude of the Bank of 
France generally was that it did not have any real 
authority to conduct open-market operations, as it was 
not specifically empowered by its statutes to buy and sell 
Government securities for its own account 

Under the Convention of 1928 between the Treasury 
and the Bank, the latter agreed to take non-interest- 

^Op at , preface and p 88 
* Pans as a Fmasscsal Centre, p ag 
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bearing notes ^ of the Caisse d’Amortissemenf 
matonty of three months but renewable without limit* 
to the amount of 5,930,000,000 francs, and the' Bank 
was authorised to sell these notes in the 'tft 

judges this to be useful, m order to affect the volume of 
credit and maintain the control of its circulation” and to 
t According 

by the Bank of France in the open market, it was discovered that 
the cost would be prohibidve, for the Bank would be obliged to 
pay interest on such of the notes as were in the hands of the public 
although in the hands of the Bank they were non-interest bea ring* 
In June, 1938, the position of the Bank of France as 
outlined above was altered in that it was specifically 
empowered by decree of the President to undertake 
open-market operations » in respect of Treasury bills, 
National Defence Bonds with a maturity not exceeding 
two years, short-term bills of local authorities, and 
bankers’ acceptances. The decree emphasised that this ‘ 
power was granted to the Bank “in order to influence 
the volume of credit and to regulate the money market"; 
and the Prime Minister, in his report to the President, 
justified it on the ground that “capital movements which 
have affected the Paris market, in the course of recent 
years, have demonstrated' the utility of giving the Bank 
greater freedom and a more effective power of inter- 

» These notes were to take the place of the Treasury notes which the Bank 
held at the time and which represented advances made during the War against 
Russian Government bonds as collateral. 

® Ibid., p. 30. ' 

» The Bank was prohibited from obtaining securities direct from the Treasury 
and was only allowed to operate in the open market. This was facilitated by 
the simultaneous estabUshraent l^r private banking interests in France of a 
discount company to perform functions similar to those of the discount house 
operating in the London market. On die other hand, unless such Sate insa- 
tutions as the Caisse 'Autonome d’Amortissement, the Caisse dra « 

Consignations and the Rentes Stabilisation Fund, whose 
impormnt effects on security values and money-market 
from acting independendy of the Bank of Franre, the ktter s 
the Paris mMey market would remain liable to be impaired as in the past. 
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vention”, and that open-market operations “should render 
discount policy more effective on the money markets” 

In Holland the subject of open-market policy was 
discussed in 1936 when the renewal of the charter of the 
Netherlands Bank had to be sanctioned by the Legis- 
lature Under the old charter it was unable to conduct 
open-market operations ^ and had to rely almost entirely 
on the discount rate for purposes of credit adjustment, 
but under the new charter it was given the power to 
buy and sell Treasury bills or notes, subject to the pro- 
vision that they were to be purchased only from third 
parties, and also bankers’ acceptances It was also 
provided that one-half of the income derived by the 
Bank from open-market operations and from transactions 
in foreign exchange should be allocated to a special 
reserve fund until the latter amounted to one-half of the 
authorised capital 

In Norway, where under the old law there was some 
doubt as to whether the Bank of Norway had the power 
to carry out open-market operations, an amendment was 
passed in 1936 with a view to making the position quite 
clear It was specified that the Bank could buy and sell 
Government bonds or bonds of the Norwegian Mortgage 
Bank or other interest-bearing and readily negotiable 
securities Provision was also made for a Secunties 
Adjustment Fund and for allocation to this Fund of a 
portion of the Bank’s profits after payment of a 6 per 
cent dividend Moreover, any profit or loss resulting 
from purchases and sales of securities was to be credited 
or debited to this Fund The Governor ® of the Bank 
has expressed the opinion that open-market operations 
constitute “a necessary supplement to the means of the 
Bank in the carrying out of its credit policy”, and that 
“the intervention may act in conjunction with other means 
and intensify their effect” 

^ The Netherlands Bank had for many years followed the practice of carry 
ing foreign bills m its portfolio, but this was adopted primarily as a first line 
of defence for exchange rates 

* Motahly 'Ripart of Bank of Norvoty February, igjC 
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securities held by the Riksbanfc, the latter recenttySe 
^rangements with the National Debt Office under S 
Tre^ury bills or other Government securities could be 
created,! as and when required, to be sold in the open 
market for the express purpose of absorbing an excess 
of liquid funds.® 

In Belgium the National Bank was also expressly 
author^ed in 1937 to buy and sell, in addition to trade 
bills, Treasury bills and long-term Government bonds, 
but limits were imposed on the Bank's purchases of 
Government securities as a safeguard against undue 
demands from the State. The Treasury assisted in the 
establishment of an open market by issuing three-months’ 
Treasury bills on a public tender basis. 

With regard to the newer central banks, the need for 
some form of open-market operations as a supplement to 
discount-rate policy and as an instrument of neutrali- 
sation has, under modern conditions, similarly been felt 
as in the case of the older banks mentioned above. The 
scope for open-market policy on the part of many of the 
newer banks has, however, been limited by the existence 
not only of relatively narrow markets for- Government 
securities, but also of statutory restrictions on their 
powers of dealing in Government securities. 

These restrictions were imposed, as explained in an 
earlier .chapter,® as a result of the unfortunate experiences 
which central banks had with Government paper during 
the War and post-War periods, and were intended to 
protect the central banks against unsound demands 
the State. It is true that, under the pressure of the 
severe depression, some of these restrictions were re- 
laxed during the period from 1930 to 1933, but those 
relating to the buying of long-term securities have in 

1 As these securities xvere to be spedally created for the purposes of the 
Bank, it irould have to pay the interest on such secunnes itself. 

s For the same purpose the Riksbank Tras authorised to p y 
rime as treU as demand deposits. 

’ See pages 56-60. 
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many cases remained in .such a form as practically to 
limit such securities to ordinary investments which most 
of those central banks need as a source of income. 
Moreover, of five ‘new central banks which have been 
established since 1934, namely, those of India, Argentina, 
Salvador, Canada and New Zealand, only the two last- 
named were free from substantial restrictions on their 
holdings of long-term securities. 

Apart from the restrictions on their holdings of long- 
term Government securities, the newer central banks 
have found their scope for operations in these securities 
further narrowed, as in the case of some of the older ones, 
by the lack of wide and active markets in such securities. 
As the Governor * of the Bank of Norway said recently, 
“we should not close our eyes to certain defects of our 
securities market, which to a rather large extent limit 
the possibility of conducting operations of this kind”, 
and 

we may at times make purchases, but it is difficult to put through 
sales of securities in larger proportions, because the market is so 
limited, and a driving down of the prices may produce harmful 
subsidiary consequences. 

The Commonwealth Bank of Australia ® is also reported 
to have said, in connection with open-market operations 
in Australia, that “these operations are difficult because 
of the sensitive and limited nature of the bond market, 
and because of the risk of affecting the price and yield of 
Government securities”. 

Treasury bills and other short-term Government 
securities, however, afford such central banks a better 
opportunity for open-market operations. The question 
is mainly one of establishing an open market for Treasury 
bills, and judging by experience the active co-operation 
of the central bank is essential for the establishment and 
maintenance of such a market. In this respect the 
central bank can serve a very useful purpose by declaring 

* Monthly R£port of Bank of Noru^, February, 1936. 

» Bxport of Boyal Monetary and Banking Commission (1937), p. 68. 
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itself ready at all times to buy treasury bills'from third 

fhTr " T f assurance from 

the central bank, the Treasury bill represents the be” 
available means of developing a money market in the 
countries in question, as the trade bill and bankers’ 
acceptance are not used to any great extent and as the 
trade bills that are available for discount are discounted 
by the banks directly for their customers and remain > 
with their local or overseas offices till maturity. 

In a number of these countries a great deal has already 
been done in the direction of developing a money market 
based on the Treasury bill as the staple medium and on 
the active co-operation of the central bank. In Canada, 
for example, the introduction of three-months’ Treasury 
bills and of the tender system and the willingness of the 
Bank of Canada to buy Treasury bills have assisted con- 
siderably in widening the scope of the market for such 
bills. In referring to the desirability of developing a 
bill market in Canada, the Governor of the Bank of 
Canada is reported to have said early in 1936 that this 
could be attained on three conditions, namely, a sufficient 
volume of Treasury bills, a good institutional distri- 
bution of Treasury bills, and an established practice 
amorigst the commerci^ banks of regarding their holdings 
of Treasury bills as a secondary reserve.* 

As regards the use of open-market operations as an 
instrument of credit adjustment, it was stated in the 
annual report of the Bank of Canada for 1937 
Bank had kept credit conditions easy by bringing about 
an increase of $15,000,000 in the chartered banks’ cash 
reserves, notwithstanding an expansion of $23,600,000 
in the note circulation, and that the principal instrument 
employed was an addition of $25,800,000 to its holdings 
of Treasury bills and other Dominion or Provinaal 
Government securities. It was also emphasised that 
the increase in the Bank’s security holdings takes place 
during the closing months of each year, because it has 

» Except, of course, when rediscounted by the Centr^ Bank. 

» MidUntdBajti MonlUy Revieai, July-August, 1937. 
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been the Bank’s policy “to provide additional cash to 
offset the seasonal increase in the amount of notes in the 
hands of the public”, and because it is “the time of the 
year when the chartered banks desire to build up their 
cash reserves”. 

- When year-end movements of this character are staking place, 
the short-term investments of the Bank of Canada tend to rise, 
since the market for Treasury bills and other short-term securities 
would not be capable of absorbing the holdings which the chartered 
banks may desire to part with temporarily, unless support were 
given by the central bank. In the absence of such support, con- 
siderable and quite unnecessary dislocation in the capital market 
would result. 

In India the tender system of the issue of Treasury 
bills through the central bank has also been adopted 
in recent years, and the Reserve Bank of India is actively 
engaged in the widening of the market for Treasury bills. 
According to its annual report for 1937 it was “also 
considering whether it would be possible to develop 
open-market operations in trade bills”, but there are 
“many difficulties in the way, not the least of which 
is the stamp duty on bills,^ which, 'besides being very 
onerous at present money rates, is a severe handicap to 
our purpose”. 

In such countries as Australia, South Africa and New 
Zealand attempts have also been made to establish an 
open market in Treasury bills. In South Africa, for 
example, the Reserve Bank entered into an arrangement 
with the Union Treasury in 1927, under which the 
latter was to issue three-months’ Treasury bills through 
the Bank, while the Bank undertook to buy them back in 
the event of the holders thereof requiring funds after 
the bills had run for not less than 14 days, but at -J- 
per cent, above the rate at which they had been issued. 

In 1928, however, the Reserve Bank decided to discon- 


* It is reported that, at the request of the Reserve Bank, the Indian Govern- 
ment has now consented to reduce the stamp duty on inland bills to a uniform 
level of two annas per i,ooo rupees {Economst Banting SmUment, October, 
1938. p. t6). 



rates fixed in advance Ss 

th^ monetary conditions ‘determined by 

the other banks had in the mSnfa° ®’ and partly because 

facilities for the temporarv pm rJ competitive 

;n the Union by Sr 

deposits to the level of the rSL on T ^^ed 

by pajang interest on deposits of bills and 

three months, ^ubiect tf on of 

The Bank then adooted S! ^ * month’s nodce 

Treasury bills at rates fixed discounting 

by the Treasury Tn i-h,. ° current rates paid 

a useful functiM and wide^d^tlf^ the Bank performed 
bills During the fi^^J ^elrl^^ioT/^cT' ^7 
for example, the turnover o^ 
by the Bank, usuallv fon u ^ “Us discounted 

to ^7,00^000 aS/fJ?” 

Treaaa^ l£“™g 

fi,nd' various reasons, in no need of shortterm 
funds, and it was not resumed till about the middle of 

in an attempt by the Commonwealth Bank 

initial ie «sue Treasury bills ^ to the public as an 
ro development of a market, instead of only 

to the banks as had been the practice up to that tim^ 
was likewise frustrated by the deasion of one of the 
banks, followed subsequently by the others, to raise the 
toree-months deposit rate above the rate at which the 
Ireasuy bills were offered to the public In 1937 the 
Royal Monetary and Banking Commission " reported 
that in their opinion it would be desirable to have an 
open market for Treasury bills in the form of regular 
offers of such bills for public tender at rates to be de 


^ Out of Its own holding' 

® Pages Z34 and 235 of Report 
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termined by the tenders received, and that it would be 
essential for the Commonwealth Bank to be free to tender 
for any amount. They also expressed the opinion that, 
if an open market, were established and the public as 
well as the trading banks were accustomed to holding 
and dealing in Treasury bills, the power of the Common- 
wealth Bank to regulate credit might be strengthened 
through the opportunity to buy or sell Treasury bills, 
and through its rate of rediscount. 

In the Argentine the question of creating an open 
market and conducting open-market operations as a 
means of reducing or absorbing an excess of liquid 
funds has been greatly facilitated by the fact that, at 
the time of its constitution, the Central Bank acquired 
3 per cent. Consolidated Treasury Bonds ^ to the amount 
of 400,000,000 pesos. When, therefore, in 1935-6 
it desired to reduce the excessive liquidity that had arisen 
from the revaluation of gold and a favourable balance of 
payments, it succeeded in devising an ingenious method ® 
of dealing not only with the problem of liquidity but 
also with that of laying the foundation of an open market. 
This method consisted of making three-months’ paper 
with no fixed interest out of long-term and fixed-interest 
Treasury Bonds by issuing Certificates of Participation 
in these Bonds. At first the Certificates were offered 
to the banks in amounts and at prices already fixed, but 
after a few months’ experience the Bank decided to change 
this procedure and substitute that of fortnightly tenders 
and allotments to the highest bidders, which “amongst 
other advantages allows oscillations of the money market 

* These bonds did not constitute a new Government issue, but tvere merely 
the result of the conversion of Treasury bills and other Government securities 
held by the Banco de la Nacion and the Caja de Conversion and transferred 
to the Central Bank on its establishment. 

* Another method of absorbing liquid funds tvas that of redeeming foreign 
debt of the Argentine Government to the amount of 357,000,000 pesos (about 
£a4,ooo,ooo), during 1936 and 1937, out of the proceeds of Government 
bonds and Treasury bills issued in Argentina and out of exchange profits. 
This method was' also used by the Government of the Union of South Africa, 
which redeemed overseas debt to the amount of about 30,000,000 during the 
years 1934-7- 



456 Open-Market Operations (continued) 
to be closely followed”.* Moreover, the Certificaf« 
could be discounted at any time with the Central BaS 
at the minimum rate for rediscounts of bills bearine two 
signatures. At the end of 1937 .the CertifiiK 
circulation amounted to 310,000,000 pesos. 

^ addition to the fortnightly tenders for Participating 
Certificates, the Central Bank acted as the agent of the 
National Government m connection with the monthly 
tenders for Treasury bills for the Government’s own 
requirements. The amounts of these bills in circulation 
however, fluctuated only between 32,000,000 and 
57,000,000 pesos during 1937. Other issues of Treas- 
ury bills have been made by the Bank in part payment 
for the purchases of exchange on behalf of the Foreign 
Exchange Fund. These issues were authorised by the 
Treasury at the request of the Bank, which desired to 
increase its capacity for absorbing an excess of liquid 
funds, and the interest on these bills was not to be borne 
by the Treasuiy but was to be paid for out of an addi- 
tional commission on purchases and sales of exchange. 
According to the Bank's Annual Report for 1936, 


this has proved to be an effective measure in the short period of 
its application and without doubt wall continue to be so while the 
balance of the Country’s international payments continues to be 
favourable. 


Conclusion, It will be observed, therefore, that, while 
genuine open-market operations are, and can be, under- 
taken at present on a relatively large scale only by the 
Bank of England and the Federal Reserve System of the 
United States, the central banks of many other countries, 
old and new, have been exerting themselves in recent 
years to establish some or other form of open-market 
operations as a supplement to discount-rate policy and 
as an instrument for neutralising seasonal movements 
or movements of Government funds or for insulating the 
internal credit structure from sudden and temporary 
changes in the balance of payments. 

> Annual Report of Central Bank of the Argentine for X936, P- 6. 
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The immediate problems for many of these central 
banks are, firstly, the establishment or development of 
an open market for Treasury bills, which has been found 
all the more necessary in the absence of a wide and active 
market in long-term Government bonds and of wide 
powers of dealing in such bonds; and, secondly, the 
absorption of an excess of liquid funds which has been 
brought about by the revaluation of gold stocks or inflow 
of capital or favourable balances of payments on current 
account. 

For the purpose of an open market the following con- 
ditions have been found to be more or less essential, 
namely, a sufficient volume of Treasury bills ; a not too 
uneven or irregular flow of maturities; the offer of 
Treasury bills to the banks and the general public on 
a weekly, fortnightly or monthly tender basis, preferably 
under the aegis of the central bank which should also 
be allowed to tender; the use by banks of Treasury 
bills as a secondary reserve; and an undertaking by the 
central bank that it would always be prepared to discount 
Treasury bills for third parties at a rate not far removed 
from the current rate at which such bills are issued. 
The establishment of one or more bill dealers or brokers 
would be of great assistance, but not essential, to an 
open market. 

The central bank, with its branches in the principal 
towns, operates satisfactorily as the agent of the Treasury, 
receiving tenders for Treasury bills and issuing them to 
the highest bidders, and financing the Treasury with 
ways and means advances at times in order to avoid a 
too uneven flow of maturities or to tide the Treasury 
over the intervening period in the event of unsatis- 
factory or insufficient tenders. On the other hand, the 
central bank requires the active co-operation of the 
Treasury in attaining some of the conditions, such as the 
issue of Treasu^ bills on a tender basis, a relatively even 
flow of maturities, and a sufficient volume of bills. To 
attain the last-named condition in some countries, the 
Treasury may even have to consider redeeming a long- 
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term loan at maturity out of the proceeds of new Treasurv 
bills instead of converting it. ^ 

With regard to the absorption of an excess of liquid 
funds, some of the central banks whiph have been faced 
with such a situation have been handicapped by the fact 
that they did not have at their disposal any Treasury 
bills or other Government securities over and above 
what they consider to be their minimum holdings as a 
source of income, and that even if they were prepared 
to sacrifice the income by selling these securities, they 
could only absorb a part of the liquid fimds with their 
small holdings. In Sweden an attempt was made to 
overcome this difficulty by arranging for the creation 
of special securities by the Treasury for sale by the central 
bank to the market; and in Argentina, where the central 
bank had a substantial holding of Government securities, 
special securities were created as an additional means of 
absorbing liquid funds. The disadvantage of tlus ex- 
pedient is, however, that it is artifidal and may, like all 
artificial measures, complicate matters in the end. In 
any event, if such securities are created, the Treasury 
would ordinarily not be pr«j>ared to pay interest on 
securities the proceeds of which it did not need for its 
own purposes; and the central bank would have to pay 
it out of its own resources, as was arranged in Sweden, 
or out of a new commission or other charge, as was 
devised in Argentina in connection with the issue ot 
Treasury bills for the purchase of exchange. 



CHAPTER XIII 

OTHER METHODS OF CREDIT CONTROL 

Rationing of Credit Rationing of credit was used 
by central banks as a method of control prior to their 
adoption of a systematic discount-rate policy and prior 
to their unqualified acceptance of the responsibilities of 
the lender of last resort 

It was found to be employed as an instrument of 
credit control towards the end of the i8th century by 
the Bank of England, which placed a limit upon its 
discounts for any one house or rejected a proportion of 
each discount application whenever total demands ex- 
ceeded the sum which it was prepared to discount on 
any one day ^ 

As long as the Bank was prohibited by the usury law 
from raismg its discount rate beyond the maximum of 
5 per cent , it was obliged to resort to other methods of 
restricting the demands for accommodation made upon 
It during times of stringency and declining gold reserves, 
and the methods which it diose to use under the circum- 
stances were not only the rationing of credit by limiting 
the amount available to each applicant, but also the 
restriction of its discounts to bills of a shorter currency 
Both these methods invariably elicited severe protests, 
since they tended at times to operate very harshly and 
unjustly against certain houses and certain trades, and 
also to engender fears of a panic or crisis whenever a 
credit stringency developed 

The usury law was relaxed in 1833, when bills of 
exchange of up to three months were exempted from the 

^ See King s History of the London Discount Market, pp 13 and 71 
253 
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legal restriction, followed a few years later by the ex 
tension of the exemption to bills of any currency b“t 
Bank rate was not used as an instrument of control till 
1839, and it was not until after the; Bank Act of iBaa 
was brought into operation that the Bank came to rX 
upon Bank rate as its pnmary weapon It was then 
decided to discontinue rationing credit either as an alter 
native or a supplement to a nse in Bank rate, since the 
Bank was gradually developing in the direction of 
accepting the position of being the lender of last resort, 
and since rationing of credit in a crisis was clearly diffi 
cult to reconcile with the duty and responsibility of the 
lender of last resort 

This situation developed also m the case of other 
central banks according as they came to adopt the dis 
count rate as their principal weapon It was only under 
war or other highly abnormal conditions that further 
instances of credit rationing by some Continental central 
banks emerged from time to time 

In recent years, owing to the exceptionally difficult 
and critical conditions with which some countries have 
had to contend as a result, directly or indirectly, of the 
aftermath of the Great War, credit rationing in one 
form or another has been adopted on several occasions 
by the central banks of those countries According to 
Wagemann,^ “it might be said that it had beep ‘redis 
covered’ for this purpose”, and he refers to the use of 
credit rationing in Germany in 1 924, “when the currency 
which had been stabilised by the introduction of the 
Rentenmark was endangered”, in 19293 “when the 
Pans negotiations m connection with the Young Plan 
led to the withdrawal of foreign money from Germany 
and to attacks on the German currenCT”, and when 
“the Reichsbank wanted by means of credit restriction to 
force the banks to do everythmg in their 
counteract this manoeuvre”, and in 193I3 r 

Reichsbank used credit quotas to prevent the collapse ot 
the large banks” 

^WtrthschafispOiMchtStraStgte,^ 
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According to Mildred Northrop,^ who has made an 
interesting analysis of the Reichsbank’s technique of 
credit restriction and rationing during the years 1924—6, 
“some control action was essential on the part of the 
central bank because the speculative boom of the renten- 
mark cycle had got out of hand”, and “a complete under- 
standing of the conditions present in Germany in April 
1924 precludes any possibility of arguing that the 
Reichsbank should have controlled this situation through 
an increase in its discount rate”. To her “it seems evi- 
dent that the firm stand taken and maintained by the 
Reichsbank was one of the strongest factors that prepared 
the way for the relative prosperity of the later years”, 
but “to hold that the restriction and rationing policy of the 
Reichsbank completely attained its ends is obviously 
unsupportable”, since inter alia “it is probably true that 
many worthy industries suffered undue hardships or were 
even forced into bankruptcy because of lack of credit”. 

In Russia credit rationing by the central bank has 
become an important factor in general economic policy. 
Katzenellenbaum * points out that the discount rate of 
the central bank, the State Bank, “is neither an index 
of the supply and demand of loan funds nor a regulator 
of such supply”, but that 

the State Bank is guided by another principle in regard to the 
investment of its inflowing funds, namely, the allocation of funds 
among financially sound credit aspirants in accordance with a 
definite plan, 

and that 

at times when the demands for credit exceed the State Bank’s 
available resources ... the State Bank is obliged to divide these 
funds in some definite way among the enterprises which have 
need of them. 

In fact, rationing of credit is, in a large measure, a 
logical^ concomitant of national planning schemes in 
authoritarian States. 



^56 Other Methods of Credit Control 

There is no doubt that credit rationing can b_ 
as a decisive method of credit control. WagiTi 
wen daims that m more primitive economic conditions 
S?- of credit quotas is the only decisive method 

^ central bank has m order to prevent excessive 

credit demands on the part of business”. Unless, how- 
ever, It IS accompanied by such efficient control and 
complete regimentation of the body economic as is 
practically impossible of achievement or can be approxi- 
mated only in very few countries, it is a method which is 
open to serious abuses and inequalities of application® 
,and cannot, in any case, be reconciled with the assumption 
by the central bank of the position of the lender of last 
resort. 

In short, it can be justified only as a temporary ex- 
pedient or a measure of despair, or as part of a compre- 
hensive scheme of national economic planning which 
is itself the result of a desperate situation. 


J Direct Action and Mjoral Suasion. In one form or 
another direct action and moral suasion have been used 
at various times by central banks, either as alternatives 
to discount-rate policy or to open-market operations or 
in conjunction with them. In the wider sense direct 
action may be taken to include moral suasion; i.e, moral 
suasion may be regarded as one of the forms of direct 
action and has been treated in this manner by several 
writers. In general, however, it appears to be desirable 
to make a clear distinction between the two, “direct 
action” « embracing only those cases where the central 


* The of the Rcichsbank, in dealing -with the rationing of credit 

by that bank during the 1924-6 period, rrferred to^credit “ . 



Other Methods of Credit Cojitrol 257 

bank decides or. is compelled to take coercive measures 
against a commercial bank or other financial institution, 
while “moral suasion” is applied to those cases^ where 
the central bank endeavours to achieve its object by 
making suitable representations to the institutions con- 
cerned and relying on its moral influence and power of 
persuasion. 

Direct action may take the form either of a refusal on 
the part of the central bank to rediscount for banks 
whose credit policy is regarded as being inconsistent 
with the maintenance of soimd credit conditions, or a 
refusal to grant further rediscounts to banks whose 
borrowings from the central bank are considered to be 
excessive in relation to their capital and reserves or to their 
proportionate share (as compared with the other banks) 
of the resources of the central bank. Where the central 
bank desires to avoid having to detract from its position 
as the lender of last resort, it need not actually refuse to 
rediscount, but may charge such banks varying penalty 
rates over and above the official discount rate. 

If, however, under the same set of conditions as out- 
lined above, the central bank decides to apply moral 
suasion rather than direct action, it would merely resort 
to requesting and persuading die banks concerned to 
refrain from increasing their loans for speculative or non- 
essential activities, or even to reduce their loans for such 
purposes. 

The theoretical significance of direct action and moral 
suasion is, by virtue of their direct and personal relation- 
ship with commercial banking operations, based primarily 
on the possibility of enabling the central bank to secure 
better qualitative distribution of bank credit, in contrast 
to discount-rate policy and open-market operations 
which can, in general, be used only for the purpose of 
quantitative control of credit. 

from the central bank, and open-market operations are characterised by their 
impersonal application and indirect effect. Moreover, rationing of credit is 
distinguished from direct action by virtue of its being applied at any particular 
time either to all credit institutions or at'least to all of a particular type or 
group. 
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fo ^ ^ ho\^cver, direct action has not been 

found to be sitisfictory and effective for purposes of 
qualitative control, parti) because the element of force 
issociated with it is not generally, conducive to the 
ittainment of positive results and partly because com 
mercial banks themselves find it very difficult to control 
the ultimate use of credit » and to make clear cut dis 
tinctions in all cases between essential and non essential 
industries, productive and unproductive activities invest 
ment and speculation, or between legitimate and ex 
ecssn e speculation Morco% cr, it is difficult to reconcile 
direct action, in the form of a refusal to rediscount with 
the central bank s function as lender of last resort and 
it can be applied only if the offending banks are short of 
funds and cannot replenish their reseiaes from outside 
sources 

Direct action has been given great prominence in the 
United States in the reports and pronouncements of the 
Federal Reserve System as •well as in public discussion 
particularly during the period 1928-9 when the Federal 
Reserve Board preferred it as a means of dealing with an 
abnormal speculative situation to the use of the dts 
count rate, notwithstanding strong representations by 
the Federal Reserve Bank of New York for permission 
to make further increases in its discount rate The ex 
pericncc of the Federal Reserve System with direct 
action has, how cv cr, been of such a nature that it cannot 
be enMsaged as a possible alternative or substitute for 
discount rate policy and must be regarded as of limited 
value and importance for other purposes As Burpss 
said, direct action is adapted to dealing with a few banks 
obaiously using Federal Reserve credit for too long 
periods or in too large amounts, but to attempt to apply 
It more generally would involve endless controversy ^ 
to what constitutes undue use of bank credit for the 
speculative carrying of or trading in securities rea 

» See reference to clus encss of t on page 14^7 fHaipcr) 

Fe/terat Reserve Baah and Morey Mariet Re sed Ed C aip“ 
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estate, or commodities, or for any other purpose incon- 
sistent with the maintenance of sound credit conditions”.^ 
Moreover, it would place the Reserve Banks in a position 
of assuming resppnsibility for the management of 
member banks. 

Under the Banking Acts of 1933 and 1935 the Board . 
of Governors of the Federal Reserve System were given 
much wider powers not only over the Reserve Banks, but 
also over the lending operations of member banks. It 
is provided that each Federal Reserve Bank is to keep 
itself informed of the general character and amount of 
the loans and investments of its member banks with a 
view to ascertaining whether undue use is being made 
of bank credit for speculation in securities, real estate 
or commodities, and that in determining whether to 
grant or refuse advances, rediscounts or other credit 
accommodations, the Federal Reserve Banks shall give 
consideration to such information. If in the opinion of 
the Board any undue use of bank credit for the purposes 
mentioned is made by a member bank, the Board may 
suspend such bank from the use of Federal Reserve 
credit facilities, even if the Federal Reserve Bank con- 
cerned is not prepared to recommend it. The Board 
may also direct any member bank to refrain from further 
increase of its loans secured by stock or bond collateral 
for any period up to one year, under penalty of suspension 
of all rediscount facilities at Federal Reserve Banks. 
Furthermore, the Board is empowered to fix from time 
to time for each Federal Reserve district the percentage 
of each individual bank’s capital and surplus which may 
be represented by loans secured by stock or bond 
collateral. 

While in theory such wide powers as are now vested 
in the Board of Governors of the Federal Reserve System. 
could be regarded as adequate for the purpose of quali- 
tative control of credit by the central bank and for the 
maintenance of sound credit conditions, in practice the 
two limitations mentioned by Burgess are fundamental, 

^ In accordance with the provisions of the Federal Reserve Act. 
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namely the difficulty of deciding at any time and for 
any bank when it is making undue use of bank credit for 
purposes inconsistent with the maintenance of sound 
credit conditions, and the effect which the exercise of 
such powers would have of placing the central bank in a 
position of assuming responsibility for the management 
. of commercial banks. The issue of such regulations 
and decisions by a central authority with the power to 
enforce them would strongly tend to make the commercial 
banks slacken their vigilance and attention to detail and 
throw the onus on the central authority, 'or to make them 
look for ways of evading the fiill force of the regulations 
and decisions. In such a highly-specialised and compli- 
cated business as commercial banking, the division of 
responsibility between the central bank and the com- 
mercial banks for the soundness of the lending operations 
of the latter and the confusion resulting from the evasion 
of the regulations by some banks and their observance by 
others are fraught with grave dangers to the financial 
welfare of the commimity. 

With regard to moral suasion, while it has some.of the 
limitations of direct action, it has at least the advantege 
of creating a less unfavourable psychological reaction, 
since it is not accompanied by statutory or administrative 
compulsion or threats of punitive action. - If any element 
of compulsion is involved, it is in the nature of a moral 
obligation, and if any sign of a threat can be detected, it 
is not a direct one but rather in the nature of a friendly 
and well-meant warning. Moreover, if inoral suasion 
can be regarded as a form of direct action, it is the only 
form which can secure for the central bank the willing 
and active co-operation of the commercial banks; ana 
without such co-operation the central bank cannot hope 
to achieve tangible results in the long run in the direction 
of qualitative control of credit. „ , „ „ 

Burgess » takes the view that the Reserve Banks 
■ may at times exercise an 

general credit situation through the informal suggestions 
> Op. dt., p. 457- 
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which they may make to bankers”, and that “the in- 
formal influence which they exercise in this way may at 
times prove more important than their formal action 
under the law”, but that “it is an influence to be exercised 
with the utmost discretion and would vanish with exces- 
sive use”. 

On the basis of Federal Reserve experience some 
American writers are not inclined to regard moral suasion 
as of much practical significance unless it is set with 
teeth in the form of statutory powers of intervention and 
control, and they welcome, therefore, the new powers 
which have been given to the Federal Reserve System. 
Clark, for example, says that “persuasion as a means of 
credit control has not been successful” and that “the 
efficacy of warnings as an instrument of credit control 
has been very slight”, for “while at times they no doubt 
have exerted a restraining influence the forces making 
for expansion have proved too powerful for warnings 
without any teeth in them to be effective”. 

According to the testimony of the Federal Reserve 
Bank of New York before the Senate Committee on 
Banking and Currency in 1931, “it is impracticable to 
use moral suasion as an effective part of a program de- 
signed generally to restrict or control expansion in or use 
of Federal Reserve credit”, and it is not “possible for 
Federal Reserve banks by moral suasion or other means 
to prevent credit from being used for speculative or 
investment purposes as distinguished from other pur- 
poses”. It was also stated that, while “some bankers are 
exceedingly anxious to cooperate with the reserve bank 
and are willing to sacrifice dl other considerations to an 
accomplishment of that purpose”, “others resent any 
suggestions as to how they should run their own business 
and are but little affected by anything less than most 
drastic methods”; and that “moral suasion, if effective, 
is bound to lead to discrimination, as itv merely drives 
business from the cooperative bank to another less 
cooperative one”. Moreover, in their opinion 

» Central Banking under the Federal Reserve System (Macmillan), pp. a68 and a 7 1 . 
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Acre is no doubt that much can be done by direct contact. 
bank officere, and in , contacts with 


and in casK where the individual bank is borrowine 
ti a manner which requires special treatment the method of direl 
contact must necessarily be employed, 

but “it is a slow operation and, when many banks are to 
be dealt with, it does not produce results nearly so 
promptly, effectively, or equitably as does a change in 
rate”, the reaction to which “is sufficiently uniform to 
bring about prompt movement in the direction in which 
the rate should operate”. 

In this connection, however, it should be mentioned 
that the position in the United States, by virtue of the 
thousands of independent unit banks and the comparative 
newness of central banking, is rendered more difficult for 
the central bank which uses moral suasion than in the 
countries with old-established central banks and a rela- 
tively small number of big branch banks. In Great 
Britain, Sweden and Holland, for example, it is generally 
accepted that the central bank exerts its influence with 
an appreciable measure of success. Even in the case 
of several of the newer central banks operating in coun- 
tries with a coherent branch-banking system, moral 
suasion has been resorted to with success. 

In Germany also moral suasion has been employed on 
various occasions by the Reichsbank. Mildred Nor- 
' throp ^ ' gives examples of the Reichsbank’s use of 
“warnings backed up solely trith publicity in fields where 
control lay wholly outside of the province of the centrri 
bank”, and “warnings accompanied by threats of drastic 
central bank action unless the dangerous tendency was 
modified”. As an example of the latter was given the 
attempt by the Reichsbank, in the Spring of I927 j ‘ 
force greater liquidity upon the German commeraal 
banks” and “check stock market speculation” by warning 
• them against “foreign short-term borrowing (particu-. 
larly for stock market speculation)” and their continued 
dependence upon central bank support for stock exchange 
commitments”. At first “these warnings were not 
1 Op. cit., pp. 369 and 377-*' 
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heeded” by the banks, and the Reichsbank only achieved 
its objective when it threatened them with credit re- 
striction if they did not “put their affairs in a more liquid 
position”. * 

To sum up, therefore, while there is scope for the 
useful application by central banks of direct action and 
moral suasion, their limitations in various directions must 
be fully recognised; and as instruments of credit control 
they must usually be regarded as subsidiary to discount- 
rate policy and open-market operations. Direct action 
should on the whole be confined to special cases, particu- 
larly in democratic countries, although it might, like 
rationing of credit, fit in fairly well with the conditions 
prevailing in authoritarian states. For moral suasion 
there is in general a wider scope than for direct action, 
and in countries where there are highly liquid monetary 
conditions and where the central bank either cannot 
undertake open-market operations at all or cannot do so 
on a scale sufficient to counteract the undue liquidity, 
it is advisable if not essential for the central bank to use 
moral suasion as far as possible, in spite of its limitations. 
Its success would depend largely on the make-up of 
the financial structure the prestige and experience or the 
central bank, and the degree of co-operation between 
the central bank and the commercial banks. 

y Changes in Minimum Cash Reserves of Commercial 
Banks. In recent years a new method has been devised 
for the purpose of increasing or decreasing the available 
supply of bank cash, namely, that of giving the central 
banking^ authorities the power to decrease or increase 
the minimum cash reserves to be kept with the central 
bank by the commercial banks. 

This method was first introduced in the United States 
in 1933 and amended in 1935, when legislation was 
passed empowering the Board of Governors of the 
Federal Reserve System to change the member banks’ 
reserve requirements by regulation “in order to prevent 
injurious credit expansion or contraction”, the minimiim 
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reserve percentages not to be less than those existing at 
the time nor more than twice such percentages. This 
power to change the minimum reserves to be kept with 
the Reserve Banks by the member banks was intended as 
an additional means of enabling the Reserve Banks to 
control the money market and to contract or expand the 
credit-creating capacity of the member banks. 

It was brought into use for the first time in August, 
19365 when the reserve requirements were raised by one- 
half because of the fear that the big increase in the cash 
reserves of the member banks resulting from the heavy 
inflow of gold might be used as a basis of injurious credit 
expansion. As the Board of Governors ^ said at the 
time, 

it is far better to sterilise a part of these superfluous reserves while 
they are still unused than to permit a credit structure to be erected 
upon them and then to withdraw the foundation of the structure} 

and in the Annual Refort of the Federal Reserve Bank of 
Neva Tork for ig36 it was stated that the principal effect 
of the increased reserve requirements was “not to restrict 
the current availability of money, but rather to limit the 
potential expansion of credit which might ultimately be 
based upon the reserves held by the banks”. 

The result of the increase of 50 per cent, in the mini- 
mum reserves was that the excess reserve balances of 
the member banks (i.e. over and above the legal minimum) 
were reduced from $3,100,000,000 to $1,800,000,000; 
and this reduction brought the reserves, in the opinion 
of the Board of Governors, "within the scope of control 
through the System’s open-market portfolio which con- 
sists of $2,430,000,000 of United States Government 
securities". In other words, should a tendency towards 
undue expansion of bank credit develop, the System 
could, by selling a large part of its Government securities 
in the open market, eliminate the surplus funds of he 
member banks. In its Annud Report for 1936 he 
Federal Reserve Bank of New'York also referred to the 

1 Federal Reserve BuiUtin, August, 1936. 
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necessity of bringing or keeping the central bank 
“within the range of effective contact with the money 
market”. 

The excess reserves of the member banks, however, 
again increased as a result of the continued inflow of gold, 
and by the end of 1936 they stood at $2,250,000,000. 
Accordingly the Board of Governors decided, in the 
beginning of 1937, to make a further increase in reserve 
requirements in two stages' up to the limit allowed by 
legislation, namely, double the minimum reserves existing 
prior to August, 1936. On the ist May, 1937, when 
the final increase was brought into effect, the excess 
reserves were reduced to $875,000,000; and on that 
occasion the Board of Governors ^ issued the following 
statement, which affords a concise explanation of the 
motives and forces behind this new method : 

So long as member banks had a volume of reserves for in excess 
of legal requirements, the customary instruments of credit policy, 
open-market operations and discount rates, were wholly ineffec- 
tive. . . . Through the elimination of about $3,000,000,000 of 
excess reserves, the Federal Reserve System was brought into 
closer contact with the market and was placed in a position where 
sales or purchases in the open market could tighten or ease credit 
conditions in accordance with the public interest. In this vray 
open-market operations, a far more flexible instrument of credit 
policy than changes in reserve requirements, have once more 
become an effective means of exerting the System’s influence on 
credit conditions. 

In April, 1938, however, “as a part of the Govern- 
ment’s program for encouragement of business re- 
covery the minimum reserves were reduced by 12^- 
per cent, from their new high level, thereby releasing 
approximately $750,000,000 of reserves. 

It appears, therefore, to be clear that the Federal 
Reserve authorities have decided to employ the device 
of changes in reserve requirements, like open-market 

' Federal Reserve Bulletin, May, 1957. 

* Ibid., May, 1938. 
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operations and in conjunction with them, as a means of 
contracting cyclical fluctuations in business activity 

The introduction of this device as an additional 
instrument of credit control in the .United States has 
attracted a great deal of attention in other countries 
where central banks have experienced difficulty in con- 
trolling the credit situation and money-market conditions. 

In New Zealand legislation was passed in 1936 which 
empowered the Governor of the Reserve Bank, acting 
with the authority of the Minister of Finance, to vary the 
percentages of balances to ^ be maintained by trading 
banks with the Reserve Bank, subject to such balances 
not being at any time less than those provided for in the 
original statute, namely, 3 per cent, of time liabilities 
and 7 per cent, of deposit liabilities; and in Australia, 
where no statutory provision has yet been made for the 
holding of minimum reserve balances with the Common- 
wealth Bank by the trading banks, a Monetary and Bank- 
ing Commission recommended in 1937 that legislation 
be passed, providing not only for the holding of such 
minimum balances with the Commonwealth Bank for 
limited periods, but also for power being vested in the 
Commonwealth Bank Board, subject to the consent of ^ 
the Treasurer, to vary the reserve percentages within 
the lim.it fixed by the consent of the Treasurer. In 
both these countries the underlying idea seems to be that 
the mere possession of the power of making changes in 
reserve requirements would considerably strengthen 
the hands of the central bank the trading banks 

and increase its capacity or scope for moral suasion, and, 
consequently, that it might never be necessary actually 
to use this power. 

In Sweden legislation was introduced in 1937 mving 
the Government the power for a limited period tpauthonse 
the Riksbank, at the latter’s request, to prescribe at 
will the minimum proportion of their legal reserves 
which the commercial banks should keep in the form ot 
balances with the Riksbank. . ... 

This method of changes in reserve requirements wiu 
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probably, tend to be more widely adopted and further 
developed, either as an alternative to open-market 
operations where they cannot be undertaken extensively 
or effectively or as a supplement to them, in order to 
strengthen the technique of central banking control 
under highly-liquid monetary conditions or, conversely, 
under conditions of severe credit stringency. 

After saying’ that when there are excess reserves “the 
surplus of reserves is not distributed evenly among the 
banks of the country (some banks have more excess, some 
less, and a few have none)”, and that “when reserve re- 
quirements are increased some banks will be hit much 
harder than others”, Burgess ^ concludes that 

despite these limitations the power is a most useful addition to 
the System’s mechanism for credit control, espedally as a means 
for dealing fundamentally with the large excess of reserves created 
by the extraordinary events of the depression emergency. 

There are, however, further limitations than the one 
mentioned by Burgess. There is, for example, the fact 
that, like open-market operations, changes in reserve 
requirements have the effect of increasing or decreasing 
the available supply of bank cash, but such changes in 
bank cash do not always bring about corresponding or 
proportionate changes in the volume of credit actually 
created, either because commercial banks do not always 
seek to increase or decrease their loans and investments 
in accordance with the increase or decrease in the avail- 
able supply of bank cash, or because the scope or demand 
for bank credit does not always increase or decrease in 
accordance with such increase or decrease and the 
lowering or raising of money rates which may result 
therefrom. 

Moreover, since changes in reserve requirements have 
a direct and immediate effect on the potential credit- 
creating capacity of all commercial banks and represent 
a powerful force to do good or harm to the banks and 
the community as a whole, 'the power to make such 

„ * Reserve Banks and the Mmej Market, Kevised Edition (Harper), p. 260. 
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changes and the decision to do so at certain times throw 
an enormous responsibDity on the central bank. It U 
^ tendency generally to 

atoch blame for any loss or disturbance to the action of 
the central bank owing to its direct connection with the 
change in credit conditions, but also that the effective 
use of this method demands what virtually amounts to 
superhuman knowledge and ability. 

In short, while in th^ry it is a very prompt and 
effective inethod of bringing about the desired change 
in the available supply of bank cash, in practice it -has 
some technical and psychological limitations which tend 
to reduce its value as an instrument of control, and which 
prescribe that it should be used with great moderation 
and discretion and only under obviously abnormal 
conditions. 


v'' Changes in Margin Requirements on Security Loans. 
Under the Securities Exctange Act of 1934 the Federal 
Reserve System has been given another instrument of 
credit control, designed specifically to assist it in con- 
trolling the volume of credit used for speculation in 
securities. The Board of Governors was empowered 
to prescribe rules and regulations with respect to the 
amount of credit that can be extended by banks against 
securities^ registered on national securities exchanges 
for the purpose of carrying or trading in such securities, 
and with respect to margins for loans by brokers to their 
customers. 

In 1936 the Board fixed a margin requirement of 55 
per cent, for loans by banks or brokers to their customers 
for the purchase of Stock Exchange securities; and in 
November, 1937, this margin was reduced to 40 per 
cent.® of the current market value of the securities held 


1 Provision was made for the exemption of certain securities, sodj ss 
Government securities and bonds. , , , - 4 - 

= la the case of loans by banks to brokets 
purpose of financing customers’ commitments, ^d loans t»Y 

brokers dealers, the margin requirement was reduced firom the 
previous 40 per cent, to aj per cent. 
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as collateral, as a result of the slump in the market 
prices of securities. For the same reason it was decided 
to fix a margin requirement of 50 per cent, for short sales 
with a view to restraining the activities of bears. 

The Board was further assisted in its task of controlling 
the use of credit for speculative purposes by a provision 
in the Banking Act or 1933, which prohibited member 
banks from acting as agents for companies and indi- 
viduals in the making of loans on securities, the so-called 
“loans for account of others”, which constituted an 
important element in brokers’ loans during the great 
Stock Exchange boom of 1928—9. 

In referring to the Board’s recently-acquired power of 
adjusting margin requirements on security loans, Bur- 
gess ^ says that 

it is a form of control which is in some degree paternalistic and 
restrictive, but speculation in securities had proved itself so destruc- 
tive of economic stability in this country that some vigorous form 
of control of this sort appeared to be necessary. 

From the technical point of view it is capable of being 
used as a prompt and eflFective method of restraining 
speculation in securities, but in practice it suffers from 
the same disadvantage as was mentioned in the case of 
the method of changes in reserve requirements, namely, 
that it throws an enormous responsibility on the central 
bank and will tend to cause the latter to be singled out, 
more than ever, for the role of arch-scapegoat. Burgess 
admits much of this in connection with the method of 
adjusting margin requirements on security loans when 
he says that 

the legislation has placed upon the Reserve System a responsibility 
whiA is likely to prove onerous, for the System will find itself 
at times required by circumstances to take action which will 
directly and immediately influence the profits and even solvency 
of considerable groups of people. 

Nevertheless, it must be appreciated that, as the United 
States have in the past been inflicted with speculative 

^ Op. cit, pp. 263-4. 
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boon^of greater frequency and intensity than any other 
country m the world, and as the Stock Exchange position 
has usually had strong reactions on general Jusiness 
activity, some method had to be devised in the United 
States for dealing with a phenomenon “which had 
proved itself so destructive of economic stability”. 


J Publicity. Publicity as an instrument of policy is 
used by a large number and variety of central banks 
which regularly publish weekly statements of their assets 
and liabilities, monthly reviews of credit and business 
conditions, and comprehensive annual reports on their 
own operations and activities, money-market and banking 
conditions generally, public finance, trade, industry, 
agriculture, etc. 

Nowhere, however, has publicity been employed as 
extensively as in the United States, where the Board of 
Governors publishes, in addition to a weekly statement 
of the condition of the Federal Reserve System, a monthly 
bulletin on general business and credit conditions, and 
each of the twelve Federal Reserve Banks publishes a 
monthly review of conditions in its own district. Fur- 
thermore, the Board issues a weekly report of the con- 
dition of member banks in the principal cities and of the 
volume of bank transactions in the principal centres of 
the United States; and at times the views of the officials 
of the Federal Reserve System on financial conditions 
have been, expressed in the official publications of the 


System or in other ways. 

It is difficult, on the whole, to judge of the efficacy of 
publicity as a method of control, for while some central 
banks seem to regard and treat it largely as a matter of 
duty and as a very minor instrument of policy if at all, 
there are others which place a great deal of value and 
importance on it. Burgess,^ for example, holds ffiat the 
statements of views of officials of the Federal Reserve 
System “have sometimes constituted an instrument o 
policy fully as effective as specific action which might 
i Op. dt, p. 258. _ 
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be taken”, and that the availability of a wide range of 
information in the System’s publications “may well 
prove in the long run as important a factor making for 
financial stability as,discount or open-market policy” 

The Reichsbank has also made extensive use of pub- 
licity Dealing with the period from 1924 to 1933, 
Mildred Northrop ^ says that “publicity at all times and 
at all places and in connection with every aspect of Ger- 
man economic life that the Bank considered vicious, 
unhealthy, or undesirable was resorted to without stmt”, 
and that “the danger of reckless public spending, the 
essential poverty of Germany, the uneconomic use of 
foreign funds were all unpopular causes”, but con- 
cludes that the Reichsbank “was in no measure successful 
in checking or correcting these basic weaknesses” 

Owing to the increasing public interest and inter- 
vention in matters of monetary and banking policy, 
some publicity by the central bank appears to oe essen- 
tial In general, however, it may be regarded as another 
instrument which is to be used with moderation and 
discretion 


'■ Op cit pp 380-1 



CHAPTER XIV 

CENTRAL BANKS AND BUSINESS CYCLES 

SusiNsss Cycles The term “business cycles” has been 
derived from the cyclical nature of fluctuations m trade 
and industry Accordmg to Wesley Mitchell, » a 
business cycle must be defined as any single succession 
of expansion and contraction of business activity, i e 
between one period of prosperity and another or between 
one depression and another, irrespective of whether the 
transition from prosperity to depression is of the nature 
of a crisis or merely a mild recession On this basis 
any business cycle is held to consist of four successive 
phases, viz prosperity, recession, depression and revival, 
and the regular recurrence thereof in that sequence has 
been established by a study of economic statistics and 
business annals m a large number of countries over an 
extended period of years 

Moreover, these business annals as compiled and 
analysed by Mitchell, Thorp, Mills and others have 
revealed that in most cases business cycles have tended to 
develop the same phase at nearly the same tune in different 
countries, that they have followed each other without 
intermissions, that they have been affected by all sorts 
of non-busmess factors, and that they have varied in 
intensity and duration, depending upon circumstances 
For example, there have been wild panics and quiet 
recessions, sensational booms and mild prosperity, com 
plete prostration and mere dullness, dramatic revivals 
and long-drawn-out recovenes 

The recurrence of alternate periods of prosperity and 
» Bustnesi Cycles Tie Probkm and lu Setting 
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depression is not a law of nature, but by reason of the 
regularity of such recurrence over a long period of years 
in practically all countries it has come to be regarded by 
mmy as being largely of the nature of a law 

Nature and its vicissitudes undoubtedly exercise a 
substantial degree of influence over the course of fluctua- 
tions in business activity For example, serious crop 
failures in a country where agriculture played an important 
part might serve to bnng about a recession in business 
activity by causing a considerable reduction in the 
purchasing power of that country, or they might accen- 
tuate and prolong a recession or depression which had 
already set in owing to other causes On the other hand, 
bumper crops in such a country might facilitate or 
accelerate the transition from depression to prosperity, 
and might even create a boom if they came at a time when 
prosperity was already in full swing In general, how- 
ever, the coefficient of correlation between weather and 
business cycles has been found to be relatively low In 
other words, while the fluctuations in weather conditions 
and their influence on agricultural and pastoral produc- 
tion certainly constitute one of the determining elements 
in the cyclical fluctuations of business activity, the 
principal forces are what might be called business factors 
arising out of the modern type of intricate economic 
organisation which has spread over the greater part of 
the world since the Industrial Revolution, and which has 
tended to become more and more complicated and 
specialised in the course of time 

In economic circles, however, there is no unanimity of 
opinion regarding the relative importance of the various 
business factors which may be found to enter into the 
matter Some have evolved elaborate theories purporting 
to trace business cycles in all cases almost exclusively to 
monetary phenomena or credit policy, while others have 
attempted to explain business cycles almost entirely in 
terms of business psychology and alternating waves of 
optimism and pessimism Moreover, in certain quarters 
stress IS laid on the predominant importance of periodic 
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overproduction as a cause of crises and depressions, while 
others prefer to regard underconsumption or oversavinn. 
as the primary cause. As a matter of fact, 


phenomena have a bearing on the matter to a greater ol 
lesser extent, and are in any case closely connected, actine 
and reacting on one another. Cyclical fluctuations in 
business activity cannot, therefore, be ascribed to any 
one or ^o factors only but are caused by the action and 
interaction of various economic as well as non-cconomic 
forces. 

While Valk ^ may have ex^gerated the complicated 
nature of business cycles when he said that "the business 
cycle is a diamond with a thousand facets” and that “if, 
of this thousand, only a hundred are revealed, the picture 
is oversimplified”, the fact remains that the business 
cycle is a very intricate phenomenon ; and this must be 
borne in mind in any attempt at coimteracting it. 

delation betvoeen Banks and Business Cycles. With 
regard to the relation between banks and business cycles, 
although the latter cannot be regarded in any way as 
purely or predominantly a monetary phenomenon, there 
is no doubt that the creait policy and o perations of banks 
play an important part in business cycles generally. 
Whether "the actions of banks are determined and in-* 
fluenced by an atmosphere of undue optimism or undue 
pessimism, or by other forms of misjudgment, or by 
imports or exports of moneta^ gold, or by a credit strain 
resulting from rapid expansion of trade and indus^, 
their effects are equally important from the point of view 
of the state or the trend of business activity. 

In a period of prosperity and expanding activity a 
spirit of optimism and enterprise naturally prevails. At 
such times profits are easily made in business, and to 
make still greater profits the business community seek 
to increase their turnover and call upon the banks lor 
increased accommodation. As a result of such constant 
pressure banks may be induced to extend credit more 
freely to manufactu’rers and merchants, who m turn are 
1 Cmunctumrdiasnute, pp. nii and sir. 
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encouraged by the evidences of prosperity to extend 
credit more freely to their own customers. Under such 
conditions of easy and excessive credit the ratio of business 
turnover to capital •and the volume of trade and produc- 
tion of consumers’ as well as capital goods tend to grow 
more and more rapidly as time goes on. In due course 
speculative activity' becomes intense and a boom psy- 
chology prevails. The process of increasing profits, 
expanding trade and production, growing speculative 
activity, and rising prices of land, commodities and 
securities, cannot continue indefinitely,^ however. Sooner 
or later the tide must turn, when the opposite tendencies 
are set in motion and prevail until they have spent their 
force. ■ 

After a period of expansion and prosperity the crisis or 
t he recession ot busines s activity mav be p r ecipitat eSlin 
any one or more ot several ways. 

F irstly , -a se rious credit strain mav develop as a result 
o f great expansion ot trade and industi^ In other words, 
the consequent expansion of credit may have seriously 
encroached on the cash reserves of the commercial banks 
and brought their reserve ratio as well as that of the 
central bank to the point which past experience has 
taught them to be the danger signal. Or the credit 
strain may develop as a result of exports of monetary 
gold, which naturally reduce the general credit base. 
This export of gold may have taken place in consequence 
of a net export of capital or an unfavourable balance of 
payments on current account caused by excessive imports 
in relation to exports of merchandise; and the excessive 
imports may in their turn have been brought about either 
through rising prices and production costs in such 
countries encouraging imports and discouraging exports 
or through a decline in world prices for some of their 
principal exports or through bad harvests. However, 
whichever of these factors may have caused the credit 

^ Hayek refers to “a particular movement of ‘boom’ which conuins, within 
itself, the seeds of an inevitable reaction”. Monetary Theory and the Trade 
Cycle, p. 183. 




producti on. As soon as the lack of balance between such 
important elements in the economic system manifests 
itself clearly, a recession of business activity is likely to 
occur. It may be hastened or aggravated if the ba nks 
decide to raise their rates and contract cred it or if strikes 
and other torms ot industrial unrest arising from the lag 
between wages and prices intervene at the critical moment. 
On the other hand, if the demands of wage-earners are 
fully complied with because of the demand for labour 
tending to exceed the available supply, the higher costs 
of production may materially reduce, business profits 
and enterprise and cause a setback in business activity 


nevertheless, . 

Thirdly, a te ndency towards oversavin g may deyej^, 
not only in the form of t oo large a proportion of t he 
n ational income being devoted to the prodh ction^t 
poods and the subsequent production of _con- 
sumers* goods, resulting in overprofr ction compared 

1 Another circumstance of rising prices is that ^ prf*! 

same time and in the same proporuon and that changes m individual pn 
relationships bring about disturbances of their own. 



Central Banks and Business Cycles 277 

with the eflFective consumptive demand, but a lso in th e 
fo rm of idle balance s being maintained because ot the 
desire for liquidity and for the advantages which the 
possession of money offers at times when there is un- 
certainty regarding the future course of business and 
price movements. The latter case involves the with- 
holding of a portion of the national income from invest- 
ment as well as from current consumption, sometimes 
referred to as underinvestment and underconsumption 
respectively. I n the complicate d ^- ecnnomir stmrfii re of 
to -day the constant tendency towards disequilibriuin 
between savine and investment must always be reckoned 
w fth a pnfftntial cause ot busmess-Cvde~movement s^ 
Fourthly, in a p eriod of expanding activity and Hsing 
pri ces~Tbrward buying receives a considerable im petus. 
Manufacturers tend to buy larger quantities 
materials in advance, and merchants and dealers larger 
stocks of finished goods, not only because of the rising 
prices and the growing demand for goods, but also 
because of the likelihood of occasional congestion in the 
field of transport at such times and the consequent 
difficulty of regularly securing the requisite raw materials 
or fulfilling orders within the stated period. There is a 
s trong tendency, therefore, for an accumulation of stocl^ 
of raw materials and finished goods by manufacturers , 
m erchants ^d dealers, and when it is realise d that such 
a n accumulation hasJjCfiachetL-dan gerous proportion s, 
co nditions become favourable for a bus iness recession. 
If it is accompanied by restriction o £IBanJc-cr-eaiE.aad 
hi gh money rates or by general strikes or appreciable in- 
crea ses in wages, a crisis or a violen t recession may result. 

t^inallyTwHile there may''be a controversy as tn ffifi 
relative importance of overproduction or underconsump- 
tion as a factor in business ^des, there is no doubt that 
t he tendency towards maladjustment betw een production 
a nd consumption is always present in any country 
organ ised on the b asi_s__ofj:hejn.ode rn business econom y. 
Whg^er this maladjustment is brought about by in- 
sufficient data at the disposal of producers and middle- 
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pe^ading spirit of ip&niS Ind^ ^ 

undue cheapening and expansion nfu or by 

contraction'^therfof, orC keen , ' “ 
manufacturers and distri£,tnro ‘^““petition amongst 

efforts to cut costs though 

overhead or to incr^TsalS 1 
salesmanship and advertising or .^>gh-pressure 

producers’ goods and Ae S„/- ^ overinvestment in 
capacity compared with 


capacity compared with purchasing power 1 
foreign marLts or a dron of 

SE!s#£sSS"'»SS“- 

-^^P^attprs^n^^ 

processes of production, dis- 
tribution and consumption obtaining under the modern 
^omic organisation, and the long time that lapses 

of thrfiniiheS’^°^“H^°” materials and the^ale 

^ over the counter, as well as the large 
tioS^^o channels through which transal 

t ons go, there is a host of pp porbanitie s for human err or, 
Thi^pp hes to bankers as well as to p ^ry produc'^rs. 
m^.H|gLrers, merc^ts, dealers, enWeneurs and 

It is clear that the policy and operations of banks have 
by their very nature some relationship with business-cycle 
movements. In this connection, however, it must be 
emphasised that in most cases banking operations merely 
reflect the results of cyclical fluctuations in business 
activity and do not themselves constitute the prime causal 
factor, although at times they may appear in the role of a 
substantial contributing factor. 

Bank Credit and Business . . Bank credit does not 
al ways playia n i mp o t l a nt.par-t-in-hHsini^ss finan^. Many 
business transactions are financed entirely with~T He 
w orking capital of business conce rns, and there appears 
to be a strong tendency m several countries for working 
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capital to increase relative to business turnover In 
some cases business firms finance their transactions partly 
with their own working capital and partly with book_p r 
oth er trade credi ts out of the working capital oF their 
creditors, and in others they do so partly with their own 
working capital, partly with book credits, and for the 
remainder with bank credit, or the book credits granted 
by their creditors may be based partly on bank credit 
Moreover, bank credit itself is b ased partly on th e liqu id 
capital of busmess concerns which~figures m— bank 
d eposit s 

The proportion of bank credit used in business varies 
greatly, n ot only as Between one business co ncern an d 
an other in the sa me country or as between one country 
an d ano ther because of differe nces ULbankmg an d busi 
ne ss prac tice a nd finan ciaLconditions. but a lso as betwee n 
one peri od and-another-in the-same country During a 
period of d epress ion many business firms may not require 
any accommodation from their bankers, and some may 
even have substantial credit balances, during a p etiod o f 
re vival of business acti vity they may be obliged to call 
upon their bankers for moderate advances, and during a 
period of prosperity they may be indebted to their 
bankers for considerable amounts because of the bigger 
turnover, larger stocks and higher prices 

B anks do not ordinarily ta ke the initiativ e m h nsmesg 
fin ance I' he init iative has to come from their business 
cu stom ers in the form of applications for discounts and 
advances, the function of the banks being that of meeting^ 
the currency and credit needs of their customers to the 
extent that such needs are based on sound conditions and 
prospects, as judged by the banks, and can be met out 
of the available banking resources This is the main 
r eason why there is some relation betweeiTEhe ■rolniHE of 
ba nk cre dit and tl^ sta te general business activi ty, 
a nd wh y the pos^on of bank-creditjs principally that of) 
e ffect rath e r than c ause To the extent that bank credit^ 
do es operate as cause it ma^have the effect either of 
ex aggerating business c ycle_fluctuations and t rends whi ch 
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were_AriginaIIy_se L in motion by o ther of 

counteractog and this is ^vhere the formulation of 

thecorrect_cr^t_poli^:b^^P5nimJioftanrmat{er 

Central Bank as the Controller of Credit. ' WnHe banks 
in general have definite duties and obligations to the 
public, the dutj-- and responsibility of controlling credit 
in the national economic interest have in most countries 
been imposed more particularly on the central bank. 
In some countries this responsibility was placed on the 
central bank in return for special privileges which it 
enjoyed, and in others special privileges and powers were 
granted to the central bank in order to enable it to 
perform the function of credit control more efficiently. 
Moreover, in some countries the function of credit 
control was imposed on the central bank by legislatio n, 
and in others by command or reoucst from the State oi 


g rowt h , 

th ir^igbt af fii ries involye—h uctuations m_ Brices_flod 
exchange_rates. Some of them also hold that cental 
b anks should and could control the business Qxle^ y 

cohti»lHng_thejyoJume-andj:ostofcrcdit. * 

ill Detailed reference * has already been made to the 
' limitations of credit control by a central bank or, in fact^ 
any other organisation. Owing to the extensive use of 
non-bank credit in business and speculation and to other 
difficulties and complications which may be encountered 
in credit control, central banks cannot always bring about 
the contraction or expansion of credit , 5 ' “^ 5 ? 

the extent desired. Even in the sphere of bank credit 
various difficulties and resistances may be encountered by 
central banks. 


» Chapter VIII. 
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As already explained, there is some relation between - 
bank credit and the business cycle, but an analysis of 
available data in many countries shows that there is no 
close and consistent relationship between the volume or 
the cost of bank credit and the volume of production, 
trade and employment Consequently, bank credit alone 
cannot be used as a basis for business cycle control The 
velocity of bank credit is not controllable since it is 
largely the resultant of human reactions, and there are 
so many non-monetary factors constantly at work, whose 
influence and bearing on the business situation cannot be 
precisely determined, that their effects cannot be wholly 
countered by monetary action 

T he Macmillan Committee ^ ascribe d the__ecQiiomic 
dif Eodties of the post-War decade primari ly to “un- 
usually large and rapid changes on the part of what are 
rightly described as n on-monetary phenomena, these no n- 
m onetary factors again themselves producin g monetary 
changes” The non-monetary factors were detailed by 
thenns follows (i) the unusud instability in the demand^ 
for capital resulting from the losses and interruptions 
consequent on the War, (a) the changes in the established-' 
relationships between debtor and creditor countries 
consequent on the War debts, (3) the rapidity of technical 
changes in manufacture and agriculture, (4) the shifting^ 
character of demand resulting m a want of balance 
between the demand and supply of services as against 
manufactured products, of new types of manufacture as 
against old, and of manufacture as a whole as against ^ 
agriculture, (5) rigidity of wage-rates, etc 

However, if cyclical fluctuations in business activi ty 
cannot be eliminated altogether because of certain 
inherenr economic and psychological influences which 
constantly defy human attempts at fbll control and 
complete adjustment of economic activity, and there is 
no doubt that this is the case in all countries organised on 
the basis of the modern business economy, t hen at lea st 
centiaLban ^, with the co operation o f commercial banks, 

1 Page 93 of Report 
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couWa^atj:^U£ing_^ such o-clial 

a ”^Jn>mumandj;jroningp.utV.the burin^s 
^5^3 ^ ?^X - g§ -P-O^ible. Iti_oth^vords, central Wnkc 
coHS undertake the responsibility 6£'tr)-ing to 'control 
andadjust qredit m such aTnaiTOer.as'Jat.least to prrvijnt 
oscillations in business activity, as reflected in 
unbounded prosperity, sensational- booms, 
rrenzied_ finance, wild panics, severe "crise^''mfensc 
dep^sions, widespread unemployment' an3“~Pcrrcral 
distress. 


_ Jpredit Policy. With regard to the credit polio* to be 
followed by central banks m dealing'with cj'clical fluctua- 
tions in business activity, a ^ctor o f great imp ortance is 
to be able to (determine the particular" sta ge of'the'Eus?nf;«i<i 
(tyde at any time, wiA a view to deciding not only when 
to act but what to d cTahd^T i^Taf to g o^ 

~K lesson which has been learned by all central banks is 
that the effectiveness of their credit policy depends, to no 
small extent, upon what Lewinski ^ calls "the timeliness 
of action”. The trend of credit and business movements 
cannot easily be reversed after they have acquired a 
certain momentum, and consequently c entral b a nks mu st 
i ntervene in good time if thei r o perati^s a.nd_w arnine s 
a re to have a ny: rapid.orLSubstaiitiaLeffecLoa.such .trends. 
I n order to be abl e to, iudge-wheii-is_the_pro per time t o 
ta ke action, vai^us f actpig have to be kept under con- 
s tant observ ation. A dequate statistical and ojther^jta 
bearing on phenomena which have been found by 
research or experience to be relatively reliable indicators 
or reflectors of economic activity, must be regularly and 
promptly obtained to be used as a basis not only for 
analysing the current state of business, but also for 
determining the general trend of business activity. 

research work 


> Cjirmtq-, Credkand Print, p. 75- 
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In recent years a great deal or vaiuaoic 
in connection with business tycles has been 
the National Bureau of Economic Research 
the Harvard Economic Sodety, the London 
Economic Service, the Berlin and Vienna 
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Research on Business Cycles (Konjunkturforschung), and 
the Economic Section of the League of Nations, and 
various statistical methods and devices have been for- 
mulated and applied to economic phenomena for the 
purpose of tracing in minute detail the causes and move- 
ments of fluctuations m business activity at different 
times m the same country over a period of 50 years or at 
the same time in different countries, and forecasting 
business conditions in the light of the behaviour of 
economic phenomena in the past Moreover, many 
ce ntral banks have a division of resear ch and_statistics of 
their own, and some of them publis h elaborate-monthly 
rdviews’^f mone tary, bankmg—and— business-conditions 
a nd deve lopments 

Altogether, therefore, a mass of information is alrea dy 
availabl e regarding the ^Eavioiw of econonuc’pTenomena 
i n the p ast in~Hifferent countries and the existence^of 
cet fiin seq uences or relationships between such factors 
as the vol ume of trade, volume of productionj employ- 
m ait, com modity prices, security prices, xeaLestate values, 
money rates, bank debits, incomes, profits, —budding 
pla ns, railway traffi c, etc M ore and m or e experienc e is 
ti eihg gaihedln the construct ion of reliable and promp tly 
av ailable indices of production, trade, speculation an d 
mo ney-market moveme nts, and adiu stments are effec^d 
fr oin time to time according as errors in t Ke~weightmg 
of different co nstituents of indices, the allowances made 
for seasonal variation, etc, are detected As between 
certain factors, discrepancies and time lags have been 
found to occur, and these deserve close consideration, 
since if some of them are found to persist in successive 
cjcles in approximately the same relations and sequences, 
the) may be used as valuable clues in forecasting 

While a great deal of progress has undoubtedly been 
made in the direction of a better understanding of the 
causes and manifestations of business cycles, i t would be a 
mi stake to a s sume that su ccessful bu siness cycle control 
c ould be a chigyed through the adoption of an automatic 
d evice or a mechanical formul a as a basis for central bank 
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action. St atistical and h istorical ■ s tnHipc oc „ -ii 

DCrSonal exnp.npnr#* K-jtrp ^ 1 


^Jh|ni£aUhey„are_not-uniform-in-^^ 

^ration. There is something difFerent a hnnf every 

busmess^ cIe,due .. toc hang.esjji;tasMoJis^i^^ 
oj prodc^Uo tL_and_dts.tabutipn^changs s in nn r.rirai 
ideo^ie^s_and jn_internatipnal_r.e lationship s, rha»p» in 
human reactions, etc. Be cause of thi s the^re is^eat 
d^ger i n tr eating the busmess-cyaF~quegtfoir~ too 
mechanically. ’ 

In "short, while the manifestations and lessons of 
previous business cycles can advantageously be used as a 
background for a credit policy aiming at a reduction in 
the amplitude of cyclical fluctuations in business activity, 
c entral bankers cannot avoid the need fo jLt he exercise o f 
p ersonal discretion and judgnient in deciding whether 
a nd, if so. to what'^ent they should_ seek to bring about 
c ontraction or expansion of credit by any or all of t he 
positive or negat ive methods of control available at th e 
tirngt 

“Spart from t he question of determining the particu lar 
stage~oFlEhe business cvde. cen tral~banks s^hould also ^im 


w hich bank credit is responsible for a given situation at 
a ny tim e as compared widi the operation of non-monetary 
factors, since the relation between the two is very 
important for the purpose of formulating the correct 
credit policy. So metimes central ban ks may be able to 
neutralise the effe cts of non-monetary fa ctors by means of 
a "s uitable adius tmexit^£jthe_jsupply— o£^ cash, but 
more ofte^an not they will find themselves at a great 
disadvantage when trying to combat the influence of 
non-monetary forces. I n general, non-mone taryjactors 
are outside the radius of central b anks, and in jjtgmpting 
to •ao-f Krimpo^e'thev rnay lgjnmotiPJUoJheciorce^ 

which mav£mpmhann_Aan_good. In this 
t;n^rT;;; ^;;arWks should, . 

l5 novr~by experience or deduction that neutral ising 
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operations are li kely to be success ful, content-themselves 
wiFiri^in ^^eir mor al infl uence _the_ciirection _of 
co nffacHoh or expafiSon of economic activit y_a£cording 
as the circumstances require ^ 

With regard to the part played by bank credit, while 
difficulties and resistances may even here be encountered 
by central banks, the least that can be said is that bank 
credit falls within their sphere of action and that central 
banks can be expected to use their powers to the utmost 
extent in an attempt to adjust the quantity of money m 
the interest of a sound business situation 

In a recent report ® by a study group of the Royal 
Institute of International Affairs, a useful line of dis- 
tinction from the pomt of view of credit policy was 
drawn between “pri mary reces sions” and “se conda ry 
recessions” to the effect that, "vi^ere a primary recession 
haTbeen caused by maladjustment or maldistribution of 
economic activity which would be aggravated in the long 
run by any attempt to counteract it by purely monetary 
measures, ce ntral banks should “do nothing wh ich 
inc reases this maladjustment or holds up the tend ency 
t owards readjus tment”, but that they sh ould do eve ry- 
th ing in their power to counteract secondary recessi on. 

1 e to prevent such a primary recession from develop ing 
in to a secondary phase of monetary collapse 
"Sprague,® on the othefliand, empTiasis'es the importance 
of a distinction between m ajor and minor trade fluctua- 
tmns and rightly points out that, whi le monetary pol icy 
may succeed in counteracting the latt^, it cannot bring 


since “the 
neither be 
of limitless 

contraction nor induced by unlimited credit expansion” 

1 The central bank should also aim at maintaining itself in a strong and 
liquid position with a view to giving the commercial banks and the public 
the assurance that, while m a period of prosperity and expansion it may be 
following a policy of credit contracUon, in an emergency it would have the 
capacity to supply the cash necessary for all sound and essenual business 


economic adjustments that are required can 
imposed upon the community by means 1 


The Future of Monetary Pobcy, pp 50-1 
» Address before Royal Statistical Society, June, 1931 
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As ^ regards specific guides to credit poHcvr, three 
American economists » have ^ven it as their considered 
opinion that 

the total supply of credit should be kept constant, subject to the 
on e quail fac ation oi an — — ■ — 


. me gam e rate; snoutg- ttie-i 

la agn becom e stabilized, the total amount of credit should n 
unchangedT ~ ■ 


This_inethod of stabilising the rate of credit growth in 
terms of population is t oo rigid_ an(LmechanicaI. taking 
no ac count o f chang es in umt productimi cQsts^ jdianf^n 
standart^ ot living, chan^ges in demand and in the terins of 
in {efp.tiofi al Ifad'eretc. Tfie'dtily'advaneges'ifharare 
that it is very simple to operate and that it imposes a limit, 
though arbitrary, on the expansion of credit and, con- 
sequently, on the tendency towards overproduction and 
overspeculation. 

In his exposition of the monetary theory of the trade ' 
cycle, which holds changes in the supply of money 
primarily responsible for cyclical fluctuations, Hayek » 
e xpresses the view t hatJ*.if it wer.e-nossihle..-wJtQJkefin 
th e total amount"^ bank deposits entirely^ stable, that 

flu ctuations ”. He is quick to e mphasis e, however, that 
“the stability of the economic system would be obtained 
at the price of curbing economic progress” and “there 
would disappear a psychological incentive towards 
progress, whose importance cannot be judged on purely 
economic grounds*'. Uc condudesj thereforCj that all 
Aat can be done is 

.that bankers will have to weigh careflilly the relative advantage 
'and disadvantages of granting credits on an merging scale, and 
Jto take into account the demand, now fairiy widespread, tor e 
early application of a check to credit expansion. 

In general, one can endorse his conclusion without 
accepting his emphasis on changes in the supply of money' 

' 1 PhaUps, McManus and Nelson: Sanimg end thi Business Cyck, p. aoa. 

' s Monetary Theory and the Trade Cyck, pp. rjo-a. 
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as the prime factor behind cyclical fluctuations and his 
low estimate of the influence of non-monetary forces 

A practical line of policy is that recommended by the 
y ,nn^j^_n~'T^onQmK: ^Con ference of namely, that 

central banks should endeavour to adapt their measures 
of credit regulation as far as their domestic position 
permits, to any tendency towards an undue change in the 
state of general business activity, and that an expansion 
of general business activity of a kind which clearly 
cannot be permanently maintained should lead central 
banks to introduce a bias towards credit restriction into 
their credit policy, while an undue decline m general 
business activity should lead them to introduce a bias 
towards relaxation The difficulty is, of course, to 
decide the question of an “undue change” A similar 
difficulty in the making of decisions arises when the 
policy prescribed is that of “controlling or adjusting 
credit in accordance with the requirements of business”, 
as implied in the proposals of many economists and in the 
statutes of some central banks, or “preventing contrac- 
tion or expansion of the medium of exchange below or 
above the requirements”, as suggested by Van Nierop ^ 
What are the normal or legitimate requirements of 
business? 

For these decisions the best guides are accumulated ❖ 
experience and personal discretion based on continuous 
observation of all the factors bearing on the business 
situation and speculative activity, and m this respect the^ 
task of the central bank would be greatly facilitated if it 
were assured of the active co-operation of the commercial 
banks — 

Co-operatton between Central Bank and Commercial 
Banks Since the commercial banks are in the front 
firing-line as far as business activity is concerned and 
come into direct contact ■with entrepreneurs, investors 
and speculators, close co-operation between commercial 
b anks and the central bank is essenti al in OTderTo enable 
t he latt er not only to torm a sound judgment of the state 

^ Ecmttmsch itatlstuc/te tSertcMen, 6 Julj, 1932 
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a nd tjrod of the busin e ss and speculativ e situation, but 
a lso to ^ mte . oBbot srift alidi S nBn-Beimg^ 

s uccess whatever policy it hag MPon~ 

In recent years the need for such co-operation has been 

S ^en more serious consideration.' For example, the 
apmillan Committee proposed that there should be 
an increased measure of consultation and co-operation 
between the^ Bank of England and the clearing banks, 
and emphasised that commercial banks should supply 
central banks with more detailed monthly return, 
periodical analyses of bank advances according to the 
purposes for which they are employed, figures of turn- 
over on bank accounts (preferably divided by geographical 
areas), and any other statistical or descriptive data which 
they may consider helpful to central banks. Moreover, 
at the annual meeting of the Midland Bank in 1935 the 
Chairman said the follo'wing: 


Co-operation between the central bank and the money market 
long ago reached an advanced stage; but co-operation between 
the central bank and the commercial banks is still only inter- 
mittent and limited to the necessines of special occasions. Under 
such conditions monetary policy must fail to be either as well 
informed or efficient in action as it might be. 


And at the annual meeting in 1937 he said that the banks 
“have the power, acting together on an agreed basis, to 
place a curb upon speculation by directly restricting the 
quantity of credit used for that purpose”, as a result of 
which genuine business need not always be affected by a 
tendency towards overspeculation. 

An excellent outline of the matter under review was 
also given by W. F. Crick,^ Economist of the Midland 
Bank, as follows: 


The most valuable information interpretative of the fluctuations 
in current and deposit accounts is the day-tc^day knowledge of 
the banker, who sees in tire course of his business what ki"* ^ 
money are being placed to the credit of customers. . . . tins 
leads me to say that in forming and carrying out a positive mone- 


1 London Bankers’ Me^asdne, June, 1933- 
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tary policy the co-operation of commercial bankers with the 
personnel of the central bank is becoming imperative 
The central bank, for all its power over the total quantity of 
money, cannot see at; close range how that money is distributed 
and what changes are taking place within the total 

I n other word s, wh ile cent raLita pks can in various way s 
a pply quantitative control of bank credit, they ne ed the 
ac We assistanc e_Q£_the_comm ercial banks in pra clTCgBy 
ev ery phase of qualitative control or qualitative dislflfaP - 

tinn r^f hank rrfiHit, 

It IS gratifying to note that the need for co-operation 
IS being recognised by commercial banks as well as 
central banks The commercial banks have much to 
benefit from the maintenance of sound business condi- 
tions and the elimination of the extremes of booms and 
slumps and should, therefore, willingly and actively assist 
central banks in the performance of their duty of con- 
trolling credit. One of the next big developments in 
central banking will probably be the devising of ways 
and means of securing effective consultation and co-opera- 
tion between the central bank and the commercial banks. 

Co-operation between Central Bank and Capital Market. 
As a result of the close connection between investment 
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probable at least the capital markets of 
Great Britain and the United States, and also of some of 
the other democratic countries, would be liberated from 
such rigid control. In the absence o£ control, however 
close co-operation between the central bank and the 
capital market would be advantageous to both. 

Co- gperatipn between Central Batik and Trea sury. The 
need for co-operation between the central bank and the 
Treasury must also be stressed, owing to the intimate 
connection between public finance and monetary affairs. 
Referring to this matter. Crick rightly commented that 
without co-ordination there is no end to the possibilities of wise 
monetary policy being defeated by action in some other direcdon 
— ^tarife, taxation, public borrowing, floating debt and so on; 
and that 


it is impossible to leave out of account the Government, if for 
no other reason because the Government, in all its manifold 
activides, is the largest single borrower from the banking S 3 ;stein, 
the largest debtor to the public, the recipient of the largest income 
and the disburser of the largest expenditure.’^ 


In recent years the need for co-ordination with the 
Treasury has become much more pronounced as a result 
of the increased extent to which the Governments of many 
countries have assumed responsibility for monetary 
policy, exchange control, and loans to farmers, co- 
operative societies, manufacturers, banks, etc., either 
directly or through State credit institutions. In some 
countries this increased State responsibility may be no 
more tha n a temporary phase pending the restoration of 
the gold standard, while in others it may become part 
and parcel of a new political ideology. In either case, 
however, co-operation and consultation between the 
central bank and the Treasury are essential. 

Piihlic-Works Polity. Another reason for co-ordination 
with the Treasury is the prominence now being given in 
theory and public discussion to public works as a means 
of facilitating the smoothing out of the business cycle. 

I Lotuion Saniers’ Magasine, December, 1933. 
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As far back as 1909 Bowle7 had suggested to the Poor 
Law Commission of Great Britain that public works 
should be postponed during periods of active trade and 
industry with a viow to their being put in hand as soon as 
a recession appeared, and in 1919 the first Inter- 
national Labour Conference in Washington a recom- 
mendation was adopted that each Member State should 
“co-ordinate the execution of all work undertaken under 
public authority with a view to reserving such work as 
far as practicable for periods of unemployment” Not 
much public attention, however, was given to this matter 
until recent years when Sweden adopted it as part of her 
monetary and financial policy and Keynes and several 
other economists focused particular attention on public- 
works planning as a necessary constituent of practical 
monetary policy 

In his analysis of the business cycle Keynes ^ had for 
years elaborated on disequilibnum between saving and 
actual investment being the pnmary cause of cyclical 
fluctuations in business activity Unlike some of his 
predecessors (Bouniatian, Hobson, Foster and Catchings), 
who had a predilection for “oversaving” or “under- 
consumption” as the primary cause, he did not assume 
that the whole of that part of the money income of the 
community which was not spent on the current consump- 
tion of goods and services was always invested in the 
actual production of new capital goods Whereas they 
had attributed the downward phase of the business cycle 
to the overproduction of capital goods resulting in a 
larger production of consumers’ goods than the purchas- 
ing power of the public could absorb at the prevailing 
price level, Keynes considered that the cause was fre- 
quently to be found in a certain amount of saving which 
did not result in a correspondingly large amount of 
investment 

This method of analysis led Keynes, in due course, to 
suggest that the business cycle should be controlled by 
adjusting the capital outlays of the State and public 

^ See Treatue m Momy, Vol I, pp 172-84 

CB ^ 
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bodies generally according to the exigencies of the 
business situation. By retarding investments in times 
of active trade and speeding up investments m times of 
declining trade, public bodies could help to restore 
equilibrium between savmgs and Investment, and it was 
naturally easier to confine this duty to the official bodies 
than to try to extend it over the entire sphere of produc- 
tion As Keynes said recendy. 


the best we can hope to achieve is to use those kinds of invest- 
ment which It IS relatively easy to plan as a make-weight, hanging 
them in so as to preserve as much stability of aggregate investment 
as we can manage at the nght and appropriate level * 


The public-works plan of combating business cycles 
has recendy been discussed m various parts of the world 
A group or economists of Oxford, including MacGregor, 
Salter, Cole and Henderson,* have argued that public 
authorities as well as industry ought to have plans ready 
for important capital works in preparation for the follow- 
ing slump or recession Robbins is also in favour of 
some planning of public works to smooth out the business 
cycle, as far as public works can be conveniently held up, 
but considers that they must be priyerly planned to 
avoid wasteful expenditure* In the United States the 
Chairman of the Board of Governors of the Federal 
Reserve System has stated that “the Government must 
be looked upon as a compensatory agency in this economy 
to do just the opposite to what private business and 
individuals do”, since “the latter are necessarily motivated 
by the desire for profit”, while “the former must be 
motivated by social obligation”, and that the Government 
should always “be ready to incur a budgetary deficit * 
if spending the total revenue is not sufficient to meet the 
unemployment situation and stop credit contraction 
Moreover, the idea of a deliberate programme ot 
public works and deficit financing as a means of counter- 


1 Arude in London Tttnes, January, 1937 

2 Letter to London Ttmes, June, 193? 

a Ltnds Bank Monthly Bemmi, May, 19^ 

« American Bankers Assoctatton Journal, February, t937 
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acting unemployment and a decline in business activity 
was actually translated into practice in Sweden during 
the period 1 930-5 ^ and is held out in prospect for future 
recessions,® and, conversely, a policy of retarding public 
works and budgeting for a surplus in times of prosperity 
has been enunciated; and in the United States, according 
to a statement made by the Secretary of the Treasury- 
in November, 1937, the Government has during the 
period 1933—7 “deliberately used the unbalanced budget 
to meet a great emergency”. In Finland a Budget 
Equalisation Fund was established in 1934 for the 
declared purpose of counteracting cyclical fluctuations 
in business activity. Budget surpluses are paid into this 
Fund and the proceeds invested in gold, foreign exchange 
and deposits with the central bank. In the beginning of 
1938 Sweden also decided to set up a Budget Regulation 
Fund, to which the Minister of Finance proposed to 
transfer the estimated surplus of ,^1,000,000 for the year. 

In Norway public-works planning also seems to have 
attracted the attention of the authorities, for in the 
j^nnual Report of the Bank o/Norway for 1936 the following 
statement occurs: 

‘ In July, 1933, new principles \^ere applied. “Whereas before that date 
the aim of the unemployment policy had to provide the greatest possible 
amount of employment, the intention now was, in addition to that, to produce 
the maximum effect in the way of stimulating production. This was to be 
achieved partly by applying open-market -wage rates and partly by financing 
the public works out of borrowings." (Supplement to Svenska Handelsbankeii s 
Index, June, 193S.) 

“ In June, 1938, owing to fear of a business recession developing in Sweden, 
an Enabling Act was rushed through the Riksdag, providing for an Emergency 
Budget of 250,000,000 kronor for public works to be carried out in the event 
of depression. 

The Swedish Government is also trying to extend this policy to the sphere 
of private industry by having a law pas^ which would tend to encourage 
industrial investment during periods of depression, by exempting companies 
from the income tax on such part of their net profits as can be shown to have 
been funded for depression investment purposes, subject to a limit of 10 per 
cent, of annual profits or 2 per cent, of share capital for building investments 
and 20 per cent, of profits or 4 per cent, of capit^ for investment in accessories 
and inventory. The funded money is to be used only in years fixed by the 
Government with a view to levelling out the trade cycle, and only for writing 
^ buildings, machinery, etc., constructed during such years. See London 
Times, 25 May, 1938. ' , 
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of the State 

and the Mun.apaha« should not follow the fluctuations up SS 
down of industry and trade, because in that case new difficulties 
will be added to those already easting What is needed is in 
ofter words, planning at long sight, so as to keep in reserve works 
that can be commenced when pnvate business slackens 

Furthermore, m Great Britain a circular was addressed 
by the Ministry of Health to Local Authorities in the 
beginning of 1938, emphasising not only that 
by an ordered planning of their prospective capital works on a 
basis which will admit of adjustment should circumstances make 
it desirable. Local Authonues can make a valuable contnbution 
to the stabilisation of the conditions in industry over a considerable 
penod, 

but also that 


the adoption of such a policy will enable them to take the fullest 
adiantage, in the interests of their ratepayers, of periods when 
industnal resources are not unduly strained and conditions are 
therefore most foiourable for the execution of necessaiy works 
Finally, according to the Dnectois' Report of the 
Commonwealth Bank of Australia for 1937-3S, “the board 
IS of opinion that expenditure on public works should be 
relatively low m times of prospentyand that plans should 
be ready for expansion m times of depression”, since 
preparation of plans of useful public works, expenditure on which 
can be increased or decreased as circumstances require, would 
help m the timing and regulaoon of capital expenditure and con- 
tribute towards stability of employment 

There is no doubt that a sound public-works plan as a 
compensatory measure in business movements can be of 
great benefit from the point of view of national economic 
welfare, since experience has shown that too much cannot 
be achieved by means of credit adjustment alone In 
the absence of a preconceived policy, Governments and 
Municipalities are ordmanly inclined to be affected by 
the same spirit of optimism or pessimism which pervades 
the individual members of the community, and, there- 
fore, to undertake projects involving heavy capital ex- 
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penditure when industrialists and other private interests 
are also engaged in expansionist schemes, and to contem- 
plate curtailing capital outlays when private interests are 
induced to do so by the shrinkage of profits and demand 
Apart from the psychological factor of aggregate optimism 
or aggregate pessimism, as Josiah Stamp calls it. Govern- 
ments and Municipalities are actually affected by the 
shrinkage of their revenue in times of business recession 
and the expansion of their revenue in times of prosperity 
Public-works planning thus definitely involves deficit 
financing and public borrowing during periods of declin- 
ing business activity and deliberate budgeting for sur- 
pluses and redeeming public debt during periods of 
business expansion 

There are, however, i mportant limitat ions m connec- 
tion with the planning of public works as a counteract- 
ing factor In the first place, public authorities have 
assumed responsi bility for a large~part of th e modern 
m 6 ahs~of t ransportation a nd communication and of th e 
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is not an easy matter for public authorities 
democratic states) to maintain a policy of 
surpluses and paying off debt in times of 
/^ith surpluses the contral over the growth 
, * ^ * nditure is considerably weakened in that 

the State Treasury as well as the treasurers of other public 
bodies are deprived of their easiest and most effective 
answer, namely, “lack of fhnds”. At such times the 
general public is infected with optimism and does not 
see the necessity of paying off public debt in anticipation 
of a slump for which they do not prepare themselves. 
For the carrying out of such a policy strong Governments 
and strong treasurers are essential. 

Thirdly, when, as a result of postponing works and 
budgeting for surpluses, public bodies and public funds 
have surpluses which can no longer be devoted , to the 
redemption of debt owing to the absence of maturing 
loans, the trouble is, as Robbins has pointed out, that, 
if such surpluses are invested in securities or bills, the 
rate of interest would be too low for a period of prosperity 
and might exaggerate the upward movement of private 
business, and that, if the investments are realised on the 
appearance of depression, the rate would be too high for 
such circumstances. In this connection the method 


Secondly, it 
(particularly in 
budgeting for i 
prosperity. 
of public expel 


recently adopted by Finland, namely, that of investing 
budget surpluses' in gold, foreign exchange and deposits 
with the, central bank, deserves close attention, particu- 
larly in those countries where budget surpluses usually 
coincide with favourable balances of payments. The loss 
of interek on the holdings of gold and the deposits with 
the central bank might then be regarded as an insurance • 
against the extremes of booms and depressions. • 

Combination of Public-Works Planning and Credit 
Control. While' it is admitted that there are limits to 
the efficacy both of public-works planning and of credit 
control as means of smoothing out the business cycl^ 
it does not relieve public authorities and central banks ot 
the duty and responsibility of exerting themselves to the 
utmost to achieve whatever they can in those directions. 
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collectively and individually Even allowing for the 
limitations already referred to, the combination of these 
two methods could be made to operate with some 
beneficial results. 

The importance of public-works planning as a supple- 
ment to credit control by central banks is derived in 
particular from the fact that a business recession is 
accompanied by psychological factors which reduce the 
velocity of the monetary circulation and the willingness of 
entrepreneurs and investors to take risks Experience 
has shown that under such circumstances central banks 
cannot ‘ pump out” much credit into active use merely 
by creating conditions of easy money The credit base 
may at such times be increased by central banking 
operations without an increase in the effective demand 
for credit and for goods and services It is then that 
spending by public authonties out of hoarded funds or 
borrowed money, provided the objects of expenditure 
have a sound basis and have been carefully planned 
beforehand to avoid wasteful expenditure, can be of 
great benefit in increasing the effective quantity of money 
flowing into active use 



CHAPTER XV * 

CONSTITUTION AJCD ADMIMSTRATIO\ -OF 
CE^TRAL BANKS ’ 


Iv view of the fact that the central bank has been en 
trusted with a complete or residuarp monopolr of the 
note issue and with the keeping of the Go\ernmen s 
accounts, and that it is generally recognised as an insb 
tution which should act only in the pubhc interest and 
without regard to profit as a primary consideration, the 
State has almost everywhere claimed the right o <!ome 
form of participation in the affairs of the central bank 
whether in connection with the ownership of its capital 
or the appointment of its directors and chief executive 
officers or the distribution of its profits 

Oj3«et fhtp of Capital ith regard to the ownership 
of their capital, central banks may be divided into seven 
dilFerent groups according as their capital is owned 
solely by the State or private shareholders or commeraal 
banks, or jointly by the State and pnvate shareholders, 
or the State and the commeraal banks, or the Stat^ the 
commercial banks and pnvate shareholder*, or the 
commercial banks and pnvate shareholders 

The State owns the entire capital of the follovang 
central banks Riksbank of Sweden, State Bank of Russia, 
Bank of Finland, ^atIonal Bank of Denmark, National 


1 In connection \vith th s chapter it must b- mentioned that -rhile the 
author had the statutes of all the central banks at his d posal h gna Jt 

ass sted in the trork of translation by referring to th ummay rf^e j atujs 
of certain central banks contamed n Appendix I of Kisch and EDans 
Emifr (Fourth Ed non 19 ) to Monctao 

bj the Xeagne of ^atlo^s in 193 and to the annual Money and B.. Ti!nng 
senes of the League of Nations 
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Bank of Bulgaria, Bank of Latvia, Commonwealth Bank 
of Australia, Reserve Bank of New Zealand, Bank of 
Canada, Central Bank of China, Bank of the Republic 
of Paraguay, Bank, of the Republic of Uruguay and the 
National Bank of Costa Rica 

Some of these central banks were not originally 
State-owned banks In fact, those of Denmark, New 
Zealand and Paraguay were only converted into State 
banks in 1936, and that of Canada in 1938. In the case 
of the National Bank of Denmark the shareholders were 
given in exchange Government bonds at twice the nominal 
value of the shares, while the shareholders of the Reserve 
Bank of New Zealand were repaid m Government stock 
or cash at the discretion of the shareholder and on the 
basis of the market valuation of the shares, and the private 
shareholders of the Bank of Canada were paid out in cash 
at the market price 

The central banks which are still owned solely by 
private shareholders ^ are the Bank of England, Bank of 
France, Netherlands Bank, Bank of Norway, National 
Bank of Belgium, Reichsbank of Germany, Bank of Japan, 
Bank of Spain, Bank of Portugal, Swiss National Bank, 
National Bank of Hungary, Reserve Bank of India, 
Bank of Poland, Bank of Lithuania, and Bank of Danzig 

As regards central banks which are owned solely by 
commercial banks, the only examples which can be given 
are the 12 Federal Reserve Banks of the United States. 
When the Federal Reserve System was brought into 
being, all the national banks® were lequired to become 
members of the System, while the state banks ® which 
conformed to certain requirements and conditions could 
become members on application All these member 
banks * had to subscribe for stock of the Federal Reserve 

* Commercial or other banks may be found amongst the shareholders of 
some of these central banks, but not because they were originally required to 
subscribe to the capital of the central bank, as in the case of other groups 
mentioned below 

= Banks operating under the National Bank Act of the Federal Legislature 
Banks operating under laws or charters of the individual States 

* At the end of 1937 there were 6,341 member banks, of which 5,260 were 
national banks and i,oSi state banks 
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Bank m their particular area to the amount of 6 per cent 
of their capital and surplus, and of this amount one half 
was to be paid up and the other half to be at call The 
stock of a Federal Reserve Bank wa^to be increased or 
decreased according as member banks increased or 
reduced their capital and surplus 

In a sense the Bank of Italy may, since its transforma 
tion into a ‘public law” institution m 1936, be placed 
m the same category as the Federal Reserve Banks 
Prior to 1936 its capital was held entirely by private 
shareholders, but in that year legal provision was mart#. 
for the repayment to these shareholders of the old capi 
tal and part of the reserves, and the new capital was 
subscribed by “public law” banks and credit insUtu 
tions, savings banks, insurance companies and provident 
societies 

Within the category of central banks whose capital is 
owned partly by the State and partly by private share 
holders there are the Bank of Estonia and the Bank of 
Mexico In the latter case the State has for years owned 
a controlling interest in the form of 51 per cent of the 
capital With regard to the Bank of Estonia, the whole 
of the capital was first taken up by the State, to be sold 
later to the public In 1929, when a public issue was 
made, it was reported that about one third of the capital 
was transferred to the public, and it appears that the bulk 
of the capital of the Bank is still held by the State 

In the case of the Bank of Greece and the National 
Bank of Roumania it was provided by law that the State 
and State enterprises may not directly or indirectly 
hold shares amounting to more than 10 per cent of the 
capital, and not more than 20 per cent and 33^ per 
cent in the case of the National Banks of Yugoslavia and 
Czechoslovakia respectively, while the increase in the 
capital of the Bank of Poland was subscribed by the 
State, to be sold later to the public » 

-•le increased cap tal of the Bank of Poland 



Constitution and Aimmisti ation of Central Banks 301 

As examples of central banks whose capital is owned 
jointly by the State, the commeraal banks and private 
shareholders, may be mentioned the Bank of the Republic 
of Colombia, the Central Bank of Chile, and the Central 
Reserve Bank of Peru In Colombia the State sub 
scribed 5,000,000 pesos, while national and foreign 
banks operating in Colombia were authorised to subscribe 
on the basis of 15 per cent of their paid up capital and 
surplus,^ and the remainder was offered for subscription 
to the general public In Chile the State subscribed 
3,0,000,000 pesos, and the national and foreign banks 
were required (not authorised) to become members of 
the Central Bank and to subscribe on the basis of 10 
per cent of their paid up capital and reserve funds, while 
the remainder was subscnbed by the public In Peru 
the domestic and foreign banks were also required to 
subscribe on the basis of 10 per cent of their paid up 
capital and surplus, the remainder being subscribed by 
the State and the public 

In Argentina, however, the public was not given an 
opportunity to participate m the subscription of the 
capital of the Central Bank, which is owned jointly by the 
State and the commercial banks The capital or the 
Bank was fixed at 30,000,000 pesos, of which 10,000,000 
were provided by the State and a further 10,000,000 
by national and foreign banks established in Argentina 
and having a paid up capital of at least 1,000,000 pesos 
The balance of the capital was reserved for subsequent 
issue according as new banks are established or old banks 
increase their capital 

In the last group of central banks, namely, those 
which are owned partly by commercial banks and partly 
by private shareholders, there are to be found the South 
African Reserve Bank and the Central Reserve Bank of 
Salvador In South Africa and Salvador the commercial 
banks were required to provide a portion of the capital, 
the balance being offered to the public In South 

» In the case of fore gn banks an apportionment tras made m arpn,Hi.n,vi 
with their business m Colombia Th s was also done m Chile and Peru 
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Africa, however, the banks were, under an amendment 
of the statute m 1923, relieved of the obligation to hold 
a certain amount of Reserve Bank stock, and they subse- 
quently disposed of a substantial portion of their hold- 
ings, although it was laid down in the amended statute 
that, once the shareholding of a bank fell below iiofioo 
it was not again to exceed that amount. ’ 

Distribution of Profits. In the case of State-owned 
central banks the balance of the profits, after providing 
for allocations to reserve funds or for other purposes, is 
to be paid to the State. It was provided, for example, 
that the Riksbank of Sweden was to place 10 per cent, 
of its net profit to the reserve fund until it amounted to 
20,000,000 kronor, and the Bank of Latvia 25 per cent, 
to capital until it reached 25,000,000 lats and 10 per 
cent, to the reserve fund, wiule the National Bank of 
Bulgaria could set aside 25 per cent, of its profit for the 
reserve fund until it amounted to the original capital, and 
5 per cent, for the pension fund. The Bank ot Finland 
was allowed to allocate at least one-half of its profit to 
capital and reserve until they reached 3,000,000,000 
marks, and thereafter one-third to^ the reserve fund. 
The Commonwealth Bank of Australia, after distributing 
one-half of its profit between the reserve fund and the 
Mortgage Bank Department Capital Account, has to 
pay the remaining half into the national-debt sinking 

With regard to the other groups of central banks, pro- 
vision has been made for the State sharing in the profits 
of the central bank, whether it owns a part of the capim 
of the latter or not at all; but whereas in the case of toe 
Bank of England the State has claimed only the profits 
of the note issue, i.e. of the Issue Department as dutinct 
from the Banking Department, the State sh^es in toe 
general profits of the other central banks. Where toe 
State owns a part of the capital of the ^ 

is entitled to a portion of the profits of the “ntoal bank 
in accordance with a scale or procedure laid 
statute, in addition to receiving dividends in respecc 
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of Its shareholding on the same basis as other share- 
holders 

Two principal methods have been devised for pro- 
viding a share to the State in the general profits of the 
central bank The one method is that of providing 
for a dividend to shareholders, varying from 3I per 
cent in the case of the Netherlands Bank to 6 per 
cent 1 in the case of the Federal Reserve Banks of the 
United States, the National Banks of Belgium and 
Czechoslovakia, the Bank of Norway, and the South 
African Reserve Bank, as a first charge on the net profits, 
and thereafter a division of profits between the reserve 
fund, the State and the shareholders or just between the 
reserve fund and the State as with the Federal Reserve 
Banks and the Bank of Canada 

The distribution of the profits of the Netherlands Bank, 
for example, was to proceed on the following lines an 
amount equal to 3I per cent of the capital was to be set 
aside for dividends to shareholders, of the remaining 
profit 10 per cent was to be allocated to the reserve fund 
until It amounted to one-quarter of the capital, and 3 to 
3^ per cent as bonus to the Management, Directors 
and Advisory Committee, of the balance the share- 
holders were to receive one-quarter and the State three- 
quarters until the dividend amounted to 7 per cent , and 
of the remainder the shareholders were to receive one- 
eighth and the State seven-eighths In the case of the 
South African Reserve Bank provision was made for a 
cumulative dividend of 6 per cent as a first charge on the 
profits, while the surplus was to be allocated to the reserve 
fund until it amounted to one quarter of the capital, 
thereafter and until the reserve fund equalled the capital 
one-half of the surplus was to be allocated to the reserve 
fund, one-quarter to the State and one-quarter to share- 
holders up to a total maximum dividend of 10 per cent , 
and any balance remaining was to be paid to the State, 
when the reserve fund equalled the capital, the whole 
of the profit after payment of a dividend of 10 per cent 

1 8 per cent, for the Bank of Greece and lo per cent for the Bank of Spam 
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was to go to the State. The Federal Reserve Banks 
were to pay. a cumulative dividend of 6 per cent, which 
was also the maximum, while the balance of the profit 
was to be allocated to the surplus fund until it amounted 
to the subscribed capital; thereafter lo per cent, of the 
excess profit was to be paid into the surplus fund and the 
reminder to the State. 

The second method was that of providing for the 
payment of 5 to 20 per cent, of the net profits to the 
reserve fund as a first charge on the profits, and a dividend 
of 5 to 12 per cent, to shareholders as a second charge, 
the remainder to be divided between the State and the 
shareholders, as in the case of the central banks of 
Argentina, Chile, Colombia, Estonia, Germany, Hungary, 
Lithuania, Poland, Portugal, Roumania, Switzerland 
and Yugoslavia. 

The Central Bank of Chile, for example, was to set 
aside 20 per cent, of its total net profit for the surplus 
fund until it amounted to half the paid-up capital, and 
then 10 per cent, of its profit until the surplus fund 
equalled the paid-up capital, after which the approval 
of the President of the Republic was required for any 
further allocations to the surplus fund; 5 per cent, of the 
profit was to be allocated to the employees’ benefit fund; . 
out of the remaining profit a cumulative dividend of up 
to 8 per cent, was to be paid; of the balance one-half was 
to be allocated to dividends or the dividend-equalisation 
fund and one-half to the State until the dividend reached 
12 per cent.; and of any remaining balance three-quarters 
were to be paid to the State and one-quarter to dividends, 
the dividend-equalisation fund or the smrplus fund 
according to the decision of the Board of Directors. 
The Reichsbank of Germany was first to place 10 per 
cent, of its profits to reserve until it equalled the paid-up 
capital, and then a cumulative dividend of 8 per cent, to 
' shareholders; and of any remaining profit it was to pay, 
in accordance with a sliding scale, from 75 ^ 95 per cent, 
to tht State end from ej to i per cent, to the ^reWdert 
in the form of additional dmdenda or contribnOona to a 
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dividend-equalisation fund. The Bank of Portugal was 
to allocate 5 per cent, of its profits to the reserve fund 
until it amounted to half the capital, 5 per cent, to a 
special reserve funds 2 per cent, to the staff pension fund, 
and then a dividend of 6 per cent.; and of the balance 
90 per cent, was to go to the State and the remaining 
10 per cent, to be divided between the shareholders 
up to a total dividend of 7 per cent., the State and the 
Bank. 

In general, it may be said that the State has claimed a 
share in the profits of central banks because the latter 
have been granted a monopoly of the note issue, which 
usually constitutes a valuable privilege, not only for 
purposes of control, but also as a source of profit. The 
State’s share was also intended in many cases to operate 
as a means of restraining the incentive to make large 
profits, and for this purpose statutory limits were likewise 
imposed in many instances on dividends to shareholders 
and on allocations to reserve funds. 

The payments due to the State do not always go into 
the general revenue of the Treasury, but have sometimes 
to be applied towards reducing the State’s indebtedness to 
the central bank, as in Yugoslavia, or supplementing 
the gold reserve against Government notes or reducing 
the outstanding bonded debt of the Government, as in 
the United States, or to be paid into the national-debt 
sinking fund, as in Australia. 

In conclusion it should be noted that, in the case of 
central banks established since 1933, there has been a 
strong trend towards lower levels of maximum dividends 
payable to shareholders, as compared with banks of 
similar types established prior to that time. The Bank 
of Canada was limited to a maximum dividend of 
per cent., the Central Bank of Argentina and the Reserve 
Bank of New Zealand (prior to its conversion into a State 
bank) to 5 per cent., and the Reserve Bank of India to 
6 per cent. 

Administration: Chief Executive Officers. The chief 
executive officers of the majority of central banks are 



3o6 Constttutton and Administration of Central Banks 

appointed by the Government, either on its own initiative 
or with the advice of the Board of Directors or with Se 
approval of the Legislature ™ 

As examples of appointments by the Government on 
ds own initiative ^ may be mentioned the Bank of 
France, whose Governor and two Deputy Governors are 
appointed by the President of the French Republic the 
Reichsbank, whose President and other members of the 
Management Board are, under the 1937 amendment 
to be appointed by the Fuhrer and Chancellor and to be 
directly responsible to him, the Bank of Japan, whose 
Governor is appointed by the Government on the 
nomination of the Emperor and whose Vice Governor 
IS appointed with the approval of the Emperor, the 
National Bank of Belgium, whose Governor is nominated 
by the King, while the other three members of the 
Management Board are elected by the General Meeting 
of shareholders, the Swiss National Bank, whose Presi 
dent and Vice President are nominated by the Federal 
Council, the National Bank of Czechoslovakia, whose 
Governor and Vice Governor are appointed by the 
President of the Republic, the Vice Governor from 
among the six directors elected by the shareholders, the 
Bank of Portugal, whose Governor and two Vice Cover 
nors are appointed by the Minister of Finance, the 
National Bank of Roumania, whose Governor and Vice 
Governor are nominated by Royal Decree, the Vice 
Governor from among the councillors of the Bank, the 
Bank of Estonia, whose President is appointed by the 
Government, while the other members of the Manage 
ment Board are appointed by the Board of Directors 
and the South African Reserve Bank, Reserve Bank of 
New Zealand, and Commonwealth Bank of Australia 
whose Governors and Deputy Governors are appointed 
by the Governor General 

With regard to appointments by the Government on 
the advice of the Board of Directors or the Management 

* I e without statutory prov s on for nom nati 
approval by any other body 
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Board, the following examples may be cited: the Nether- 
lands Bank, whose President and Secretary are appointed 
by the Crown from two names for each post submitted 
by a combined meeting of the Management Board and 
the Board of Directors (Kommissarissen), while other 
members of the Management Board are elected by 
shareholders from nomination lists prepared by a com- 
bined meeting as above; the Bank of Norway, whose 
Governor and Vice-Governor are nominated by the King 
after the Supervisory Council of the Bank (equivalent to 
a Board of Directors) has had an opportunity of ex- 
pressing itself, while the other three members of the 
Management Board are elected by the Storting (Legis- 
lature); the Bank of Greece, whose Governor, Deputy- 
Governor and Sub-Governor are appointed by the 
Cabinet of Ministers on the proposal of the Board of 
Directors; and the Reserve Bank of India, whose Gover- 
nor and two Deputy-Governors are appointed by the 
Governor-General-in-Council after consideration of the 
recommendations made by the Board of Directors. 

In the case of the Central Bank of Argentina, the 
President and Vice-President are designated by the Chief 
Executive of the Argentine Nation in agreement with 
the Senate from among the three candidates for each 
post elected by the meeting of shareholding banks; and 
the Chairman and other members of the Management 
Board of the Bank of Finland are appointed by the Presi- 
dent of the Republic on the nomination of the Bank 
Supervisors of the Diet (Legislature). 

There are, however, various exceptions to the general 
rule of appointments by the State. At the one end is the 
Bank of England, whose Governor and Deputy-Governor 
are elected by the Court of Directors from among them- 
selves, and at the other is the Central Reserve Bank of 
Salvador, whose President is elected by the General 
Meeting of shareholders subject to the approval of the 
Government. In between these are the Federal Reserve 
Banks, whose Presidents and, Vice-Presidents are ap- 
pointed by the Boards of Directors subject to the ap- 
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proval of the Board of Governors of the Federal Reserve 
System; the Riksbank of Sweden, whose Governor's 
appointed by the Board of Directors from amone them- 
selves, and the Deputy-Governor either from^amonp 
themselves or from outside; the Bank of Canada 
whose Governor and Deputy-Governor are to be nomi- 
nated by the Board of Directors with the approval of 
the Governor-in-Council; the Central Bank of Chile and 
the Central Reserve Bank of Peru, whose Presidents and 
Vice-Presidents are elected by their Boards of Directors 
from among their own members or from outside; and 
the Bank of the Republic of Colombia, whose Governor 
is to be elected by the Board of Directors by at least seven 
affirmative votes, and the Deputy-Governor by at least 
six affirmative votes. 


As regards the relationship between the chief executive 
officers of a central bank and its Board of Directors, 
provision is made in the great majority of cases for the 
Governor or President to be the Chairman of the Board 
of Directors or Council of Administration or Supervisor)' 
Council, and also of General Meetings or Assemblies of 
shareholders, and for the Deputy-Governor or Vice- 
President to be a member of the Board or Council and 
to act as Chairman in the absence of the Governor or 
President. Notable exceptions are the Commonwealth 
Bank of Australia, where the Chairman is chosen by 
the Board of Directors from its own members; the 


Riksbank of Sweden, where the Chairman is the director 
appointed by the Eng-in-Council; and the Federal 
Reserve banks, where the Chairman of the Bo^d of 
Directors of each Federal Reserve Bank is nominated 
by the Board of Governors of the Federal Reserve 
System from among the three directors whom it appoints 
to the Board of Directors, such Chairman to be a person 
of tested banking experience. It should be noted, 
however, that the Board of Governors consists of seven 
members, all appointed by the President of t^e United 
States, and that, besides.its fimction as a medium for 
co-ordinating the activities of the 12 Federal Reserv 
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Banks, it has since 1935 been vested with wide powers 
in matters of central banking policy generally. 

Prior to 1935 there was a good deal of uncertainty and 
difference of opinion regarding the distribution of re- 
sponsibility between the component parts of the Federal 
Reserve System, and it was frequently said that the 
United States did not have a real central banking system. 
The Banking Act of 1935, however, while it 

preserves the local autonomy of the r^onal banks in their dealings 
and relations with the member banks in their respective districts, 
and provides for participation of representatives of the regional 
banks in the formulation of national monetary and credit policies, 

“places greater responsibility for the exercise of national 
credit policies upon the Board of Governors”.^ As 
a result of the Board’s powers to change the legal 
reserve requirements of member banks, to revise periodi- 
cally the discount rates of the Federal Reserve Banks, 
and to control open-market operations through the 
Federal Open Market Committee on which it has seven 
out of the 14 members, responsibility for monetary and 
credit policy in the United States has now been largely 
centralised in the Board of Governors, which has, in 
matters of general policy, come to approximate the posi- 
tion occupied in other central banks by the Manage- 
ment Board or the Board of Directors or the Executive 
Committee of the Board of Directors, under the Chair- 
manship of the Governor or President. 

It will have been observed that in the case of several 
central banks statutory provision has been made for a 
Management Board, consisting of the Governor or 
President as Chairman, the Deputy-Governor or Vice- 
President and from two to six other members, who are 
frequently full-time members. The Reichsbank and 
Bank of Finland, for example, have a Management 
Board without a Board of Directors, but the central 
banks of Holland, Belgimn, Japan, Norway, Denmark, 

^ Annual Report of Boarei of Governors for 1^35, pp. 4—5. 
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Yugoslavia, Poland, Estonia, Latvia, etc.i have a Board 
of Directors in addition to a Management Board.i ^ 

Moreover, in the case of some central banks it has 
been laid down by statate that the Governor and Depu^ 
Governor shall be men of proven financial expel 
ence , as in Canada, or persons possessed of actual 
banking experience”, as in New Zealand, or “persons of 
recognised banking and financial experience”, as in 
Argentina, or "persons of tested banking experience”, as 
in the Union of South Afiica. 

With regard to the periods of years for which the 
chief executive officers of central banks are appointed 
they vary from one year in the Bank of England, Central 
Bank of Chile and Central Reserve Bank of Peru, to 
three years in the Riksbank of Sweden; four years in the 
Reichsbank; five years in the National Banks of Belgium, 
Czechoslovakia and Hungary, the Banks of Japan,' 
Greece and Estonia, the South African Reserve Bank, 
the Reserve Bank of India, -and the Federal Reserve 
Banks; six years in the National Bank of Roumania and 
the Bank of Portugal; seven years in the Netherlands 
Bank, National Bank of Bulgaria, Reserve Bank of New 
Zealand, Bank of Canada, and Central Bank of Argentina; 
and 14 years in the Board of Governors in the Federal Re- 
serve System. Except in the case of the Board of Govern- 
ors, the chief executive officers are eligible for re-appoint- 
ment on the expiration of their respective terms of office. 

Board of Directors.'^ With a few exceptions, such as 
the Reichsbank and the Bank of Finland ® mentioned 

1 In a number of central banks the members of the Management Board are 
rallpH directors, while the members of their equivalents of the Anglo-Saxon 
concept of a Board of Directors are referred to as councillors, administratoi^ 
regents, or commissaries. In Belgium, Norway, Poland, I.atvia and Lithuania 
the Management Board is even known as the Board of Directors, which attends 
to the daily business of the bank. In Japan, on the other hand, it is called 
the Administrative Board. , , . 

* In this section any reference to directore will exclude the Governor or 
President and the Deputy-Govemor(s) or Vice-P^Went(s) who are,' as stated 
previously, with few exceptions also members of the ^»d of Directore. 

» The management and working of the Bank of 
supervised by the Bank Supervisors of the Dret m accordance with the instruc 
tions issued to them by the Diet. 
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above, which have only Management Boards, _ every 
central bank has a Board of Directors or the equivdent 
of such a Board, whether called a Council of Adminis- 
tration (as in Belgium, Roumania and Yugoslavia), or a 
General Council (as in France, Japan, Poland, Spain 
and Switzerland), or a Supervise^ Council (as in Norway), 
or a Board of Commissaries (as in Holland), or a General 
Advisory Board (as in Lithuania). 

The number of directors of the central bank varies 
from six in Lithuania to 40 in Switzerland. There are 
seven in Sweden and Eston^ eight in New Zealand, 
Australia and Bulgaria, nine in Belgium, Greece, South 
Africa and the United States, 10 in Chile, Colombia, 
Peru, Portugal and Roumania, 1 1 in Latvia and Canada, 
12 in Argentina and Poland, 13 in India and Hungary, 
15 in Holland and Norway, 20^ in France, 21 in 
Spain, 24 in England and Yugoslavia, and 25 in Den- 
mark. 

With regard to the extent of participation by the State 
in the appointment of directors, a distinction must first 
be drawn between entirely State-owned central banks 
and others. In the case of the former all the directors 
are appointed in Australia and New Zealand by the 
Governor-General ; in Canada by the Minister of Finance 
Mth the approval of the Govemor-in-Council; in Latvia 
by the Ministry from candidates proposed by the Minister 
of Finance; and in Sweden by the ^ksdag (Parliament), 
with the exception of the Chairman appointed by the King. 
In Denmark, on the other hand, eight of the directors 
are to be elected by the Riksdag from amongst its own 
members, two by the Minister of Trade, Industry and 
Shipping, and the remaining 15 by the entire Board of 
Directors; and in Bulgaria four directors are to be 
appointed by the Executive Committee consisting of 
the Governor and Deputy-Governors and the r emaining 

* In addition to the ao councillois there are three censors who are elected 
by the General Assembly of Shareholders from amongst industrial or com- 
mercial shareholders, md who hare a consnltadve voice in the deliberarions 
of the General Council of the Bank of France and exercise supervision over 
all the operations of the Bank. 
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four are to be nominated by the Chamber of Commerce, 
the Bourse and the Agricultural Boards! ^ 

The other central banks can be placed into two general 
groups. The one comprises those banks whose duectors 
are all elected by the General Meeting of shareholders 
as m England, Belgium, Holland, Hungary, Portugal' 
Poland, Yugoslavia, Greece, Estonia and Lithuania. In 
these cases, therefore, the State has, except in England 
claimed only the right to appoint the Governor or Presi- 
dent, who also acts as Chairman of the Board of Directors 
and the Deputy-Governor(s) or Vice-President(s). ' 
The second group consists of those banks whose 
capital is only partly owned by the State, if at all, and in 
the- appointment of whose directors the State has claimed 
varying degrees of participation along with the share- 
holding banks, if any, and private shareholders. In 
Argentina one ^ of 12 directors is appointed by the 
State; in Spain three out of 21; in Chile, Colombia, 
Peru and Roumania three out of 10; in Czechoslovakia, 
South Africa and the United States three ® out of nine; 
in India five out of 13; in France nine® out of 20; in 
Switzerland 25 out of 40; and in Norway all the directors 
are elected by the Storting (Parliament). In Roumania 
it is laid down that the three directors appointed by 
the State shall be persons with commercial, industrial, 
financial or agricultural qualifications, while in Peru it 
is stipulated that one out of the three Government nomi- 
nees shall be familiar with labour conditions in Peru and 


sympathetic with the aspirations of the labouring classes. 

With regard to the election of the remaining directors 
of central banks in this group, all of them are elected by 
the shareholders (exclusive of the State but including 

* A second director is nominated by the Bank of the Argentine Nation 
•which is a State bank. , r r~ 

» Not direcdy by the State but indirectly through the Board of Goremore 
of the Federal Reserve System, all of whose members are appointed by the 
President of the United States. . . , , 

» These directors are described as representing the coUecuve interests ot tne 
nation, three representing the Ministries of Finance, National EMnomy an 
Colonies, while the other six are ex-officio members holding speafied positions 
in -State financial institutions. 



Constitution and Administration of Central Banks 313 

shareholding banks) in Argentina, Colombia, Czecho- 
slovakia, India, Roumania, South Africa, Switzerland 
and the United States. In the case of Chile, France, 
Peru and Spain, however, provision has been made that 
some of the directors shall be elected either directly by 
certain representative organisations or indirectly through 
their submitting lists of candidates for election or 
appointment. 

In Chile, for example, one director is to be nominated 
by the National Agricultural Society and the Society 
for the Encouragement of Manufacturers, acting jointly, 
one by the Association of Nitrate Producers and the 
Central Chamber of Commerce, acting jointly, and one 
by the Labour Unions. In Peru one director is to be 
elected by the National Agricultviral Societies, one by the 
Chambers of Commerce, and one by the National 
Society of Industries. In France six directors are to be 
selected by the Minister of Finance from a list of three 
names presented by each of six commercial, industrial, 
agricultural and labour organisations; one is to be nomi- 
nated by the National Economic Council and one by the 
Central Committee of the savings banks; and one is 
elected by the staff of the Bank of France. 

In a number of countries where the directors of the 
central bank (apart from those appointed by the State) 
are elected by the shareholders, it has also been provided 
that some of the directors shall have certain economic 
qualifications or be representative of various parts of the 
country. ^ In Belgium the six directors who are to be 
• elected directly by- the General Meeting of shareholders 
must be leading personages in commerce, industry or 
banking, while the other three are to be elected by 
shareholders from a list of candidates submitted by the 
representatives of Industrial, Commercial, Agricultural 
and Labour organisations. In Colombia three directors 
shall be farmers, business men or professional men. In 
Greece five directors shall be particularly engaged in 
industrial, commercial and agricultural affairs. In Hun- 
gary the directors must include representatives of agri- 
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culture, industry, commerce and banking. In South 
Africa the six directors elected by the General Meetine 
must be or have been actively engaged, three in comt 
merce or finance, one in agriculture .and two in other 
industry. In the United States three directors of every 
Federal Reserve Bank must be actively engaged in 
commerce, agriculture or other industry. In Yugo- 
slavia the directors must be qualified by their knowledge 
of commercial, industrial, financial or agricultural mat- 
ters. ^ In Argentina four directors, comprising an agri- 
culturist, a livestock producer, a business man and a 
manufacturer, shall be elected by the shareholding banks 
on the proposal of the Board of Directors and after 
consultation between the Board and the representative 
organisations. In India the eight directors elected by 
the General Meeting are territorially distributed by 
basing the election on five diflFerent registers of share- 
holders. 

In some of the State-owned central banks provision 
has likewise been made for the representation of various 
interests or areas or for economic qualifications for 
directors. In Australia the directors (exclusive of the 
Secretary of the Treasury) must be or have been actively 
engaged in agriculture, commerce, finance or industry. 
In Bulgaria four directors are to be elected by the Cham- 
bers of Commerce, the Bourse and the Agricultural 
Boards. In Denmark the 15 directors elected by the 
Board are to be representative of the various trades 
and geographical divisions of the country. 

In those countries where commercial banks have been 
required to subscribe the whole or part of the capital of 
the central bank, they have usually been given the right 
to nominate some of their directors or employees as 
directors of the central bank. In the United States 
three out of the six directors of each Federal Rescue 
Bank elected by its member banks shall be representative 
of such banks. In Chile, Colombia and Peru three out 
of the total of ten directors of the central bank may or 
shall be directors and managers or other employees ot 
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its member banks, two to be nominated by national 
banks and one by foreign banks operating in those 
countries. In Argentina seven out of the 12 directors 
may be bankers, of whom one is to be nominated by Ae 
Bank ofthe Argentine Nation and six by the shareholding 
banks divided into groups for the purpose, namely 
three by national banks, two' by foreign banks, and one 
by provincial or mixed banks. 

On the other hand, the election of directors or em- 
ployees of commercial banks as directors of the central 
bank has been specifically prohibited in Australia, 
Belgium, Canada, Czechoslovakia, Greece, India, Japan, 
Roumania, South Africa and Sweden. In South Africa, 
where the commercial banks were also required to sub- 
scribe a portion of the capital of the Reserve Bank on its 
establishment in 1921, they were given the right to 
nominate three of their representatives as directors of 
the Reserve Bank, while the stockholders other than 
banks were also to elect three directors. Under an 
amendment of 1923, however, the directors or employees 
of other banks were excluded from the Board of Directors 
of the Reserve Bank, and the six directors were to be 
elected by the General Meeting of stockholders, with 
the voting power of the commercial banks limited to 

0,000 stock. Moreover, the banks were no longer 
required to hold Reserve Bank stock. 

With regard to the nomination of directors of a central 
bank by commercial banks or commercial, industrial, 
agricultural or labour organisations and institutions, there 
is a great deal to be said, in principle, against such a 
practice. Kisch and Elkin ^ have stated the case 
against the representation of special interests on the 
Board of Directors of a central bank very effectively, in 
the following manner: 

The appointment of individual members of the Board by 
spedal interests, such as commercial banks, manufacturing or 
agricultural associations, carries the risk of introducing sectional 
influences on the Board. Representatives elected by special 
* Central Banks (Fourth Edition), p. 63. 
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bodies necessarily have to look to these bodies for re-election and 

3 v f Tv!" questions of credit 

policy from the point of view of its effects on the special interest 
^ey represent rather than from that of the. country as a whole 
On the other' hand, the special knowledge which presumably such 
reprraentatives will possess may be of real value to the Boarf but 
this IS equally well secured if it is laid down that the Directors 
must mclude persons possessing such special knowledge while 
entrusting their election to the shareholders, as is done in the case 
of South Africa. Their responsibility is then to the shareholders 
and not to any special body identified with particular interests. 


Gregory* has also emphasised that “the directorate 
of a Central Bank should be free from sectional pressure 
of all kinds” and that 


there is a great difference between appointing individuals because 
they have a large ei^erience in a particular branch of economic 
activity, and appointing them as representatives of that particular 
body of experience. 


In this connection it is interesting to note that the 
Australian Monetary and Banking Commission recom- 
mended that “the members of the Commonwealth Bank 
Board should be selected for capacity and divereity of 
experience and contact, and not as representatives of 
special interests”. Moreover, whereas in Roumania it 
was formerly provided in the statute of the National Bank 
that two of the directors to be elected by the General 
Meeting of shareholders were to be chosen from two 
lists of six candidates submitted by the Union of Cham- 
bers of Commerce and Industry and the Union of 
Chambers of Agriculture, in the new statute of 1935 
was merely laid down that all the directors were to be 
elected “from amongst persons competent in agricultural, 
commercial, industrial, banlang, economic, financial or. 
legal matters”. It is also appropriate to refer to a section 
in the statute of the Central Reserve Bank of Peru, which, 
states that “every Director, no matter by 
pointed or elected, shall be considered a representative 

■1 Golct, Unemphffment and CapitcMsm, p. 183. 
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of the Nation and shall always vote for what he considers 
to be the general public interest” 

In the case of some central banks provision has also 
been made for Treasury representation on the Board of 
Directors In Australia and New Zealand the Secretary 
of the Treasury is a director with voting power, while in 
Canada the Deputy-Minister of Finance is a member 
of the Executive Committee of the Board, and m India 
a Government official is appointed to the Board, in both 
cases without the right to vote In Poland the Director 
of the Monetary and Credit Department of the Ministry 
of Finance is a member of the Council of the central 
bank, and in Latvia there is likewise a representative of 
the Ministry of Finance on the Council, while in Argen- 
tina the director appointed by the Chief Executive 
maybe a Government official In France, as previously 
mentioned, not only does the Ministry of Finance now 
have a representative on the Council, but also the Min- 
istries of National Economy and Colonies and six State 
financial institutions In the United States, on the 
other hand, when the Federal Reserve Board was con- 
verted into the Board of Governors of the Federal Reserve 
System in 1935, Secretary to the Treasury and the 
Comptroller of the Currency who were ex offiao members 
of the former since its inception were excluded from the 
latter 

In most countries Government officials and members 
of the Legislature are specifically excluded from the 
Board of the central bank Exceptions to the general 
rule of exclusion of members of the Legislature are 
Denmark, where eight of the 25 directors are to be mem- 
bers of the Riksdag, and Switzerland, where five of the 
25 directors nominated by the Federal Council may 
be members of the Federal Chambers As Kisch and 
Elkin 1 said, 

wheAer an officially appointed element is included on the Board of 
the Central Bank or not, it is desirable to avoid, so fiir as may be, 

* Op cit , pp 60-1 
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the presence on it of persons who have a special connection with 
Government or politics, which might po^ibly influence 0^^ 
thought to influence, the impartiality of their judgment. ’ 

Executive Committee. In the case, of some central 
banks statutory provision has been made for an executive 
^mmittee of the Board of Directors, e.g. in Bulgaria 
Canada, Czechoslovakia, France, Hungary, Roumania 
and _ Switzerland. The executive committee usually 
consists of the Governor or President, the Deputy- 
Govemor(s) or Vice-President(s), and two or more 
directors. _ In the statute of the Bank of Ciiada, for 
pample, it was laid down that “the Executive Committee 
is competent to deal with any matter within the compe- 
tence of the Board, but every decision of the Committee 
shall be submitted to the Board at the next meeting”; 
and in the statute of the Bank of Hungary the Executive 
Committee was empowered to “take urgent decisions in 
matters reserved for Directors, subject to report to the 
Board at the next meeting”. 

Other Committees or Boards. In addition to the Board 
of Directors, the statutes of several central banks have 
provided for a Board of Censors, consisting of lo mem- 
bers elected by the General Meeting of shareholders, as 
in Belgium,^ or of seven members, four elected by the 
General Meeting and three nominated by the State, as 
in Roumania; a Committee of Control in France, which 
is composed of councillors chosen by the General Council 
for the purpose of verifying the “notes, cash, books, 
portfolios and securities” ; Audit Committees in Czecho- 
slovakia,® Poland and Russia; an Advisory Committee 
in Holland, which consists of five members elected by 
shareholders from two candidates for each vapncy 
nominated by the Board of Commissaries, and which is 
" to meet the Management Board at fixed periods, to be 
consulted on important matters; a Supervisory Com- 

1 The Board of Censors has the right to supervise all the operations of the 
Bank, to examine all the books, and to approve the balance sheet. 

* The Audit Committee, consisting of five members elected by the Cienem 
Meeting, examines the condition of the Bank’s business and investigates the 
assets of the Bank from time to time. 
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mittee in Yugoslavia, which consists of seven members 
elected by the General Meeting for the purpose of super- 
vising the operations of the Bank and examining the 
annual balance sheet and reports, and Discount Com- 
mittees in Argentina, Belgium, Bulgaria, Czechoslovakia, 
Estonia, France, Greece, Japan, Yugoslavia, Latvia, 
Lithuania, Poland, Roumania, Russia and Salvador 
The duty of such a discount committee is usually, as 
provided for in Argentina, “to pass upon all documents 
offered for rediscount, purchase, or collateral on ad- 
vances”, or, as in Belgium, “to examine the securities 
offered and advise the administration thereon” In 
practically all cases the discount committee is to be 
appointed by the Board of Directors, sometimes with the 
proviso that the members shall be familiar or conversant 
with the commercial, industrial and agricultural con- 
ditions of the country, as in Argentina, Estonia, Greece 
and Poland, or that all or some of the members shall be 
chosen from a list of names submitted by the Chambers 
of Commerce, as in Bulgaria and Roumania 



CHAPTER XVI 

RECENT TRENDS IN CENTRAL BANKING 

(i) Tul Trlnd Towards Grlatlr STATLPARnciPATioN 
AND Control 

In sharp contrast with the situation which prevailed foi 
a number of years after the Great "Wai , the State has in 
s everal cou ntries manifested a stiong tendwicy in recent 
y ears to claim a large r extcntjof-parliapatioir liTTIie 
o wner ship and administration o f the central ban lt 
In D enma rk andTNcw Zea land the toimer~ piivately- 
owned central banks were converted into entirely State- 
owned central banks in 1936 In Paraguay a privately- 
owned commercial bank, the Bank of the Republic of 
Paraguay, was converted intoa State-owned cential bank in 
1936 In I taly the centi al bank, whose capital was owned 

entirely by private shareholders, was tiansformcd into an 
“institution under public law” in 1936, when the ojd 
capital and part of the reserves were lepaid to the private 
shareholders and the new capital was subscribed by 
“public law” banks and credit institutions, savings banks, 
insurance companies and provident societies, and as the 
State alieady had a large share in the ownership and 
control of many of these institutions, it acquired an 
indirect participation in the ownership and adminis- 
tration of the Bank of Italy In the same year the 
Government of Canada took steps to acquiie a con- 
trolling interest in the capital of the Bank of Canad a, 
and the process of conveision into a State-owned insti- 
tution was completed in 1938 when the Government 
paid out all the private shareholders 
320 
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With regard to administration, in New Zealand the 
State now has the power to appoint all the directors of 
the Reserve Bank, whereas formerly it was to nominate 
only three out of* the seven directors (exclusive of the 
Governor, Deputy-Governor and Secretary of the Treas- 
ury), and the Secretary of the Treasury is now a member 
of the Board with voting power, which he did not have 
prior to 1936 In addition, it was laid down ih the new 
law that the Reserve Bank “is to give effect as far as 
may be to the monetary policy of the government as 
communicated to it from time to time by the Minister of 
Finance” In Canada the State now has the right to 
appoint all the directors (exclusive of the Governor and 
Deputy-Governor), as compared with three out of the 
nine under the original statute In Denmark the 
Chairman of the Board of three Governors is now to be 
nominated by the King, and eight of the 25 directors are 
to be elected by the Riksdag from among its own mem- 
bers, two by the Minister of Trade, Industry and Ship- 
ping, and the remaining 15 by the Board of Directors, 
whereas formerly all the directors, except two who were 
appointed by the Minister of Trade, were elected by the 
General Meeting of pnvate shareholders, and the Board 
of Directors appointed two or three out of the four or 
five managers of the Bank 

Furthermore, while in the United States, Germany, 
France and Greece no change was made in the ownership 
of the capital, the State acquired a bigger share in th e 
a dministration and control of the central ba nk 

In the United Stat es the appointments of the Presi- 
dents and Vice Presidents of the Federal Reserve Banks, 
which were formerly made quite independently by the 
respective Boards of Directors, are now subject to the 
approval of the Board of Governors of the Federal 
Reserve System, consisting of seven members all of 
whom are appointed by the President of the United 
States The Board of Governors has also been vested 
with wider powers in matters of central banking policy 
than those enjoyed by the old Federal Reserve Board. 
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For example, ^e Board of Governors has not only the 
right of declining to sanction proposed changes in the 
discount rates of tiie Federal Reserve Banks, but also 
the power to rewse periodically theii rates, to control 
open-market operations through the Federal Open 
Market Committee on which it has seven out of the 
12 members, to change the legal reserve requirements 
of member banks, and to lay down margin requirements 
for security loans by banks and brokers. In other 
words, the centralisation which the regional system of 
Reserve Banks obtaining in the United States formerly 
lacked has now been eflFected at the cost of much of the 
independence of the individual Resen^e Banks. 

In Ge rman y the provision in the Bank Law of 1924 
that “the Reichsbank is a bank independent of Govern- 
ment control” was repealed by an amending law in 
1937, and t he Reichsbank-Direktorium was plac ed 
direcdy under t^e Fiihrer and Chancellon UndeTihe 
Law ot 1924 tbe Rresident of the “Reichsbank was 
appointed by the General Council of the Bank with the 
countersignature of the Reichspresident^ and when the 
General Coundl was eliminated it was provided that the 
President of the Reichsbank was to be appointed by the 
Reichspresident on the advice of the Direktorium 
(Management Board), and the other members of the 
Uirektorium by the Reichspresident on the nonunation 
of the President of the Reichsbank; but under the 1937 
amendment the President and other members of the 
Direktorium are to be appointed by the Ftlhrer and to 
be directly responsible to him. 

In France, where formerly the General Council of 
the Bank of France consisted of 15 regents elected by 
the 200 largest shareholders, the composition of Ae 
Council was radically changed in ^93 ^> pro^ion 
was made for a large measure ~of direct and indire ct 
State partiapation in appomtments to the Coun ^ In 
the hrst place, nine out ot tiie 20 members of the Counm 
are to represent “the collective interests of the iiation , 
three representing the Ministries of Finance, Rational 
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Economy and Colonies, while the other six are ex officio 
members holding specified positions in State financial 
institutions In addition, six members are to be 
appointed by the* Minister of Finance from a list of 
three names submitted by each of six commercial, in- 
dustrial, agricultural and labour organisations, while 
three are to be nominated or elected by the National 
Economic Council, the Central Committee of the savings 
banks, and the staff of the Bank of France, leaving only 
two to be elected by the General Meeting of share- 
holders 

In Greece the Governor, Deputy Governor and Sub- 
Governor are now to be appointed by the Cabinet of 
Ministers on the proposal of the Board of Directors, 
whereas prior to 1932 they were elected by the General 
Meeting of shareholders subject to the approval of the 
Government 

In Argentina, on the other hand, where prior to 1935 
some central banking functions were performed by a 
State owned bank, the Bank of the Argentine Nation, 
the commercial banks now have an equal share with the 
State in the capital of the new Central Bank, and not only 
do the shareholding banks nominate six of the 12 
directors from among their own representatives, and 
another four on the proposal of the Board of Directors 
and after consultation between the Board and certain 
representative organisations, but the President and Vice- 
President of the Bank are to be designated by the Chief 
Executive of the Argentine Nation in agreement with 
the Senate from among the three candidates for each 
post elected by the meetmg of shareholding banks 

In China, also, where the Central Bank is a State- 
owned institution, it was provided in the Monetary 
Reform Programme announced by the Minister of 
Finance in November, 1935, 

Central Bank is to be reorganised as the Central Reserve Bank of 
China and shall be owned principally by banks and the general 
public, thus becoming an independent institution, devoting itself 
chiefly to maintaining the stability of the nation’s currency 
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Owing to strong opposition from certain circles both 
within and outside tiie Government, this part of the 
Monetary Reform Programme was, however, not carried 
into effect , 

Moreover, in Salvador the capital of the Central 
Bank, which was established in 1934, was not only- 
subscribed by the commercial banks and the public, but 
the Governor and Deputy-Governor are to be elected by 
the General Meeting of shareholders subject to the 
approval of the Government 

With these exceptions, a definite trend in the direction 
of greater State participation in ownership and adminis 
tration of central banks is to be observed in recent 
changes in central bankmg statutes It is significant that 
such changes were made m the statutes of two newly 
established central banks, the Reserve Bank of New 
Zealand and the Bank of Canada, within two years from 
their inception, as well as m the statute of one of the oldest 
central banks, the National Bank of Denmark 

The Economic Intelligence Service of the League of 
Nations ^ has also seen fit to draw attention to the fact 
that “in the statutes as drawn up or amended in recent 
years, the State has generally assumed a more important 
r 61 e both in respect of the ownership and management of 
central banks”, and that 

this tendency stands in contrast with that of the pre-war penod 
and early post-war years, in particular when stress was laid on the 
desirability of preserving or increasing the independence of central 
banks from the State, 

even to the extent of inserting in the statutes of new or 
reorganised ijentral banks “a clause or a sentence em- 
phasising thisf\ independence either as regards ownership 
or management” 

, The trend towards greater State participation and 
I control is, however, to be observed not only from the 
statutes of many central banks, but also from incre^ed 
I State intervention in matters of monetary and banking 

^ Mohaary?JPmemi^31-3S,'$ 8i 
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policy and increased State pressure on central banks for 
direct and indirect accommodation This trend towards 
increased State intervention and pressure commenced, 
in 1930 under tUe stress of the world-wide depression 
and Its aggravation by the financial crisis in Central 
Europe in the middle of 1931, and was accentuated by 
the suspension of the gold standard over almost the 
entire globe In many cases central banks were virtually 
obliged to provide the financial facilities demanded by 
the State, and a perusal of the balance sheets of many 
central banks to day reveals the existence not only of 
direct State debts, but also of large holdings of Govern- 
ment securities and Treasury bills as investments and 
collateral for advances 

It appears to be no mere coincidence that the degree 
of State intervention and of State pressure and reliance* 
on the central bank during the past hundred years has 
varied more or less in accordance with the maintenance 
of the gold standard Whereas the gold standard auto , 
matically imposes a large measure of discipline on the 
economic life of a nation and demands the liberation 
of the central bank from political expediency, dunr^ 
p eriods of suspension of the go ld stan dard the StSteTs 
n ot subjec t-toLthe sa me necessity of exerting itsel f to 
make ends mee t The State is then subject to the 
temptation of resorting to the central bank as a ready 
and convenient means of obtaining almost unlimited 
credit, which would enable the State to take the line of 
least resistance History is full of examples of inflation 
and currency depreciation resulting from credit creation 
on behalf of the State, and it is also not just a coincidence 
that the degree of expansion of central bank credit 
direcdy or indirectly for Government purposes has had 
some relationship with the extent of currency depreciation 

In discussing the d angers of State contro l. Kiddy ^ has 
rightly asked 

In the first place, and with all respect to our Statesmen and 
politicians, and with all respect also to the pnnciples of democratic 
* Lmdon Banters Magasane, May, 1938 
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/ Government, has not past expenence demonstrated the danger of 
sound pnnciples of finance beii^ subordinated by Government 
to the demands of pohtical expediency? 


A further danger arising from the growth of Government 
^ control over monetary policy is, as Kiddy has said, the 
fact that It leaves the individual engaged in business or 
finance without the necessary guides for conducting his 
operations”, as 


instead of the foreign exchanges aflFording a reliable mdicanon 
of the state of international trade balances, they now constitute 
very largely the mere reflecUon of Government operations through 
the respective Exchange Equalisation Accounts, while the futine 
movements of the exchanges and the course of money rates are 
more likely to be determined, for some time to come, by Govern 
ment policies than by the ordinary working of natural laws 


It IS to be hoped that th e process will s oo n be reve rsed 
a gain~ in the direc tion orless State Tntervention a nd 
c ontro l This is important as histor^as demonstrated 
^ on various occasions the need for political independence 
on the part of the central bank in order that it may be 
able to offer strong resistance to unsound demands or the 
State While the central bank should always be pre- 
pared to give sympathetic consideration to the requests 
and needs of the Government, it should be placed, by 
law or tradition, in a position where it considers itself 
free to treat all requests and representations of the 
Government on their merits and from the standpoint of 
the national economic interest 

In general, however, mere statutory provision for the 
independence of the central bank has not proved to be 
sufficient There are examples of State owned central 
banks which are operated as autonomous institutions 
and are known to have suffered less intervention and 
pressure from the State in difficult times than some central 
banks in whose capital or management the State has a 
minority share if at all In other words, the particular 
constitution of the central bank is not the only important 
matter to be considered Another and more important 
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matter is the attitude of the Government towards the 
central bank, irrespective of the constitution of the former 
or the latter. On the Government, therefore, falls the 
onus of establishing or maintaining the tradition of 
political independence on the part of the rentral bank. 

Nevertheless, although private ownership of the capital 
of the central bank affords no automatic guarantee 
against State intervention and pressure, it has been found 
in practice to be of considerable assistance not only in 
strengthening the hands of the central bank vis-d-vis 
the general public, but also in facilitating the Govern- 
ment’s task of maintaining political independence for 
the central bank if it is desirous of doing so. 

(2) The Trend Towards a Restriction of Direct 
Dealings with the Public 
In recent years a number of central banks which used 
to conduct a large commercial banking business in 
addition to performing their central banking functions 
have tended to curtail the former and to concentrate 
more and more upon the latter. 

When the Bank of Italy was transformed into a 
“public law” institution in 1936 and its ownership was 
transferred to “public law” banks and credit institutions, 
savings banks and insurance companies, it was also 
provided that the Bank should confine its discount 
business to rediscounts for banks and credit institutions, 
and that its discounts for private persons should be 
completely liquidated within a certain period. Ad- 
vances against securities, however, could be made to 
private persons as well as to banks; and the Bank was 
authorised, for a maximum period of three years and as 
a special measure, to carry out discount operations for 
the purpose of meeting the extraordinary credit needs of 
certain branches of national production. 

In China the Monetary Reform Programme of 
November, 1935, which contemplated the reorganisation 
of the State-owned Central Bank as the Central Reserve 
Bank of China, to be owned principally by the banks and 
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the general public, also Idd down that “the Central Bank 
of China will be reorganised to function as a bankers’ 
bank”, and that the Central Reserve Bank “will provide 
centralised rediscount facilities for the other banks” 
and "will not undertake general commerdal business”.^ 

In Mexico the central bank, the Bank of Mexico, was 
authorised by the Banking Law of 1936 to deal only with 
member banks and not with the general public, but it 
was subsequently permitted to disregard this and certain 
other stipulations of that Law until August^ 1938, pro- 
vided that at the end of the period “its general condition 
is such 'that it could once again comply fully with that 
law”.® 

In Australia, where the Commonwealth Bank had 
developed a large commercial banking business during 
the War and post-War periods and continued to do so 
after its official assumption of central banking functions 
in 1924, the Monetary and Banking Commission® 
reported in 1937 as follows; 

The Commonwealth Bank has taken the riew that its central 
bank activities are of paramount importance, and that its develop- 
ment as a central bank should go hand in hand %vith some limi- 
tation of its trading actirides. Since 1 930, at least, it has not been 
a serious competitor of the trading bante. Neither has the B^k 
made much use of its trading acrirides for the purpose of expanding 
or contracting credit. . . . The quarterly average figures of 
private advances before 1931 cannot be separated from advances 
to governments, but since diat date they bear out the contOTtion 
that the Commonwealth Bank has not pressed its trading acrivides. 
. . . The Bank has not refused credit accounts, but it has not 
sought clients from a trading bank where it considered that the 
latter was giving satisfactory sendee. 

The Bank of France, which had for many years been 
an active competitor of the commercial banks in the 
discounting of bills and the making of advance a^nst 
securities, is now also reported to be less active in its 


I Central BanH of CKna Bulletin, ~ 
* Commercial and Central Banii [League e/Kationi) 1936-37 and 193,-36. 
® Pages 69 and 215— 16 of Report. 
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competition with the other banks and to have virtually 
ceased competing with them for new ebusiness. 

In Greece, where the former central bank, the National 
Bank of Greece, had dealt directly with the public on a 
large scale, it was decided in 1928 to create a new central 
bank, the Bank of Greece, rather than that the National 
Bank should "discontinue its commercial activities to 
the detriment of the national economy”, owing to “the 
exceedingly important role played by the National Bank 
as a commercial and deposit credit institution”.^ 

In Argentina and India, where the Bank of the Argen- 
tine Nation and the Imperial Bank of India respectively 
had operated as commercial banks in addition to per- 
forming some central banking functions, it was likewise 
decided to establish special central banks whose dealings 
with the public should be restricted. The Reserve 
Bank of India Act, for example, stipulated that the 
powers of direct discounts and advances should be used 
only when a special occasion has arisen making it neces- 
sary or expedient that such action should be taken for the 
purpose of regulating credit in the interests of Indian 
trade, commerce, industry and agriculture. 

This method of establishing an entirely new central 
bank instead of converting an existing commercial bank 
into one has proved to be by far the better way. In 
some countries, such as Australia, Mexico, Bolivia and 
Paraguay, the existence of a commercial bank occupying 
a special position by virtue of its relationship with the 
State and its performance of certain central banking 
functions has induced the State, when considering the 
advisability of a real central bank, to convert such a 
commercial bank for that purpose. In practice, however, 
the position has been, as the Central Bank of Bolivia ® 
admitted, that 


to manage a Central Bank, like our own, which before its re- 
organisation was operated as a Commercial Bank and which even 
now has in its portfolio many ohli^tions of slow liquidation, is 


irf/ar 7930, pp, 15-16. 
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much more difficult than managing an entirely new Central Bank 
which has no operations or obhgations on its books which do not 
correspond strictly and legally to the functions of a real Central 
Bank ^ 

In general, the central banks which still conduct a 
substantial commercial banking business justify such 
action on the ground of some special need or circum 
stance The Bank of Latvia has said that it ‘had 
to grant short-term credits to commerce, industry and 
agriculture owing to the lack of such facilities”, and that 
it “cannot refuse to accommodate private enterprise with 
direct credits, as the issue of loans only through private 
credit institutions would make credits more expensive” ^ 
The Commonwealth Bank of Australia expressed the 
view to the Monetary and Banking Commission that its 
trading bank activities are 

a fevourable adjunct to central bank control m the power they 
confer to influence interest rate% to expand advances, if necessary, 
and to provide fficilities which the trading banks may refuse or may 
not be in a position to supply * 

Of the Bank of France it has also been said that its 
dealings with the public form part of its technique of 
credit control, and that this is important m France 
because of the lack of control of the money market by 
automatic means as in England There is no organised 
discount market, and several State financial organisations, 
such as the Caisse Autonome d’Amortissement, Caisse 
des Depots et Consignations and the Rentes Stabilisation 
Fund, operate independently of the Bank of France 

Furthermore, in France, as in Australia, Latvia and 
several other countries, it has been generally expected of 
the central bank that it should actively contribute not 
only towards ensuring the maintenance of adequate 
banking facilities and moderate rates of interest, but also 
towards spreading the benefits of such rates throughout 
the country Myers ® has pointed out that 

1 AcUtnttes of Lat^as Banka P 5° 

’ Report of Communen, p zi6 

s Pans as a Financial Centre, p ai 
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not only m Pans, where the surplus funds tend to he concentrated, 
but also m the small towns at the very periphery, the Bank of 
France rediscounted all three-name commercial paper at the same 
rate, « 

and that “for the outlying towns and villages of France, 
It IS undoubtedly true that the Bank brought a much 
lower rate of interest than would otherwise have pre- 
vailed” On every renewal of its charter the Bank of 
France had to undertake to open new branches 

With regard to the Bank of Latvia, its statement that 
at the beginnmg of its acUviUes, the Bank granted most of the 
credits to separate enterprises direct, but in later years pnvate 
credit institutions acquired greater importance as intermediaries m 
distributing the Bank’s loans, 

and that “this development changed in keeping with 
the Bank’s credit policy”,^ shows that the Bank con- 
siders It the proper thing for a central bank to operate 
more as a bankers’ bank and a bank of rediscount than as 
a bank dealing directly with the public 

The trend towards the restriction of direct dealings with 
the public, whether on the part of old or new central banks 
or whether arising out of statutory provision or adoption 
of traditional practice, is based on the following facts 

(«) that the central bank should aim at maintaining a 
position of great strength and liquidity in normal 
times in order not only to cope with unusual seasonal 
demands for credit, but also to deal effectively with 
emergencies and periods of general financial strain , 
(b) that if the central bank is also engaged in a large 
commercial banking business its liquidity is likely 
to be affected for the same reasons and in the same 
manner as that of the commercial banks and other 
credit institutions, and, consequently, that its capacity 
to come to their aid with rediscounts in times of 
emergency would be impaired depending upon the 
extent to which it was involved in ordinary banking 
transactions, 

* Acti’uitus tf Lottos Banka, p 47 
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(c) that the use of direct dealing with the public as a 
measure of credit control, either as an alternative or 
an addition to open-market operations, is of limited 
scope, since in contrast to the indirect and impersonal 
nature of the latter it involves direct and personal 
contact with the borrower and a certain amount of 
responsibility for meeting his legitimate require- 
ments, which would tend to prevent the central 
bank from applying drastic contraction of credit to 
its customers as a means of reducing the credit base 
and bringing about credit contraction generally; 

(d) that in the interests of the banking and credit struc- 
ture as a whole it is highly desirable for the commercial 
banks to keep their excess cash reserves (i.e. over 
and above their till money requirements) with the 
central bank, but that where the commercial banks 
are not required by law to maintain minimum re- 
serves with the central bank they cannot be expected 
to do so voluntarily to an;^ great extent if it actively 
competes with them in their special fields of business, 
and that where statutory minimum reserves are laid 
down the conunercial banks cannot altogether be 
blamed for resenting what they consider to be the 
central bank’s use of their own funds against them 
in competition for business; and 

(e) that for the successful performance of some of its 
functions the central bank depends largely upon the 
whole-hearted support and co-operation of the com- 
mercial banks, and that such co-operation can be 
effectively obtained only if the central bank refrains 
from competing directly with the commerdal banks 
in their ordinary banking business, except when 
compelled to do so in the national economic interest. 

(3) The Trend Towards the More Extensive 
Adoption of Open-Market Operations 
I t is only in recent years that the question of open- 
market operations in Government securities as a measure 
of credit control has attained some prominence in coun- 
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tries outside Great Britain and the United States, and in 
these two countries they have come to assume a position 
of much greater importance during the past lo years 
Instead of being employed merely as a subsidiary and 
complementary instrument with the object of making 
Bank rate effective, open-market operations have been 
adopted on various occasions as the principal method of 
credit control, and sometimes independently of changes 
in official discount rates In fact, in recent years there 
has been manifested in Great Britain and ^e United 
States an increasing tendency to employ them as an 
independent instrument 

The increased importance of open-market operations 
may be attributed to, firstly, the decline of the discount 
rate as an instrument of credit control owing to the 
changes in money-market conditions, the increased 
rigidity of the economic structure, the growth of State 
control and intervention, the suspension of the gold 
standard, and the adoption of managed money, secondly, 
the wider scope for open-market operations arising out of 
the considerably increased volume and variety of Govern- 
ment securities outstanding, particularly short-term 
securities such as Treasury bills, and thirdly, the in- 
creased needs of the State and its increased influence over 
the money market, resulting in a larger measure of sub- 
servience on the part of the central bank, whether forced 
or voluntary, to the requirements of State finance, as 
compared with the pre-War period 

While genuine open-market operations are, and can 
be, undertaken at present on a relatively large scale only 
by the Bank of England and the Federal Reserve System 
of the United States, owing to the existence of wide and 
active markets in short-term and long-term Government 
securities in London and New York respectively, the 
central banks of many other countries, old and new, have 
recently been exerting themselves to establish some or 
other form of open-market operations as a supplement 
to discount-rate policy and as an instrument for neutralis- 
ing seasonal movements or movements of Government 
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funds or for insulating the internal credit structure from 
sudden and temporary changes in the balance of payments. 

A number of the older central banks, however, could 
not undertake open-market operations until they were 
specifically empowered by amendments to their statutes 
to buy and sell Government bonds. Treasury bills and 
similar securities for their own account. This was done, 
for example, in Germany in 1933, Holland and Norway 
in 1936, Belgium in 1937, and France in 1938. 

With regard to many of the newer central banks, the 
scope for open-market policy was limited by the existence 
not only of relatively narrow markets for Government 
securities, but also of statutory restrictions on their 
powers of dealing in such securities. These restrictions 
had been imposed under the influence of the unfortunate 
experiences which central banks had with Government 
paper during the War and post-War periods, and while 
it is true that, under the pressure of the severe depression, 
some of these restrictions were relaxed during the 
period from 1 930 to 1 933, those relating to the buying of 
long-term securities have in many cases remained in such 
a form as practically to limit such securities to ordinary 
investments which are required as a source of income. 

• The immediate problems for many of these central 
banks are, firstly, the establishment or development of 
an open market for Treasury bills, which has been found 
all the more necessary in the absence of a wide and 
active market in long-term Government bonds and of 
wide powers of dealing in such bonds ; and, secondly, the 
absorption of an excess of liquid funds which has been 
brought about by the revaluation of gold stocks or inflow 
of capital or favourable balances of payments on current 
account. 

With regard to the former, a great deal has already 
been done in such countries as Canada, India and 
Argentina to develop a money market based on the 
Treasury bill ^ as the staple medium and on the active 

I In Argentina there is, in addition to the Treasury bill, t^ Cer^cate of 
Participation in the Consolidated Treasury Bonds held by the Central Bank. 
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co-operation and support of the central bank. Tlie 
central bank can serve a very useful pi^pose by de- 
claring itself ready at all times to buy Treasury bills 
from third parties at a moderate rate. In fact, such 
support from the central bank has been found to be 
essential for the establishment and maintenance of an 
open market for Treasury bills. 

As regards the absorption of an excess of liquid funds, 
some of the central banks which have been faced with 
such a situation have been handicapped by the fact that 
they did not have at their disposal any Treasury bills or 
other Government securities over and above what they 
consider to be their minimum holdings as a source of 
income, and that even if they were prepared to sacrifice 
the income by selling these securities, they could only 
absorb a part of the liquid funds with their small hold- 

In general, while the extensive experience which the 
central banks of such countries as Great Britain and the 
United States have had in recent years with open-market 
operations as a means of credit adjustment for neutralising 
purposes has proved that they can be made to serve as a 
very useful instrument of credit control, it has also re- 
vealed their limitations and their practicability only under 
certain circumstances. The limits within which and 
the circumstances under which credit can be effectively 
adjusted for specific purposes cannot be reduced to a 
rigid formula and must be left to the discretion of central 
banks under the guidance of past experience and current 
observation. In any particular country the extent to 
which open-market operations can be successfully em- 
ployed at any particular time will depend upon such 
factors' as the prevailing economic, political and social 
conditions; the temperament of the people; the make- 
up of the banking structure; the experience, skill and 
prestige of the central bank; the state of public finance; 
the degree of co-operation between the central bank on 
the one hand, and the commercial banks and the Govern- 
ment, on the other; the volume of securities available for 
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purchase or sale by the central bank; and the extent and 
activity of the security markets. 

(4) The Trend Towards Statutort Centralisation 
OF Cash Reserves 

The principle of statutory centralisation of cash 
reserves, which was first introduced in the United 
States under the Federal Reserve Act of 1913 in the 
form of minimum balances to be maintained with the 
central bank by the commercial banks, has been adopted 
by several countries which have established new central 
banks since the Great War. 

In South Africa, New Zealand, India and Argentina, 
statutory provision has been made, as in the United 
States, for minimum reseiwes to be kept with the central 
bank by the commercial banks, the ratios ranging from 
2 per cent, of their time liabilities and 5 per cent, of 
their demand liabilities in India to and io| per cent, 
respectively in Argentina. In such countries as Bolivia, 
Canada, Chile, Cmombia, Greece and Switzerland, how- 
ever, while minimum cash-reserve ratios have also been 
laid down by law for commercial banks in respect of 
both their time and demand liabilities, no provision has 
as yet been made for minimum balances to be main- 
tained with the central bank. Their cash reserves may 
be held in the form of notes, coin and balances with the 
central bank, and their general practice is to keep a 
substantial proportion thereof on deposit with the central 
bank. Moreover, ‘ in Sweden, Norway, and Finland 
the commercial banks are required to maintain minimum 
liquid reserves instead of minimum cash reserves, and 
the liquid reserves may consist of such general items as 
“rediscountable paper”, “easily realisable assets” and 
“liquid foreign assets” as well as notes, coin and balances 
with the central bank. ^ . j j • 

In Sweden, however, legislation was introduced in 
1037, under which the Government could for a limited 
period authorise the Riksbank, at the latter s reques^ 
to require all joint-stock banks with funds in excess or 
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5,000,000 kronor to hold their legal reserve of 25 per 
cent, -against sight liabilities only in the form of till 
money, balances with the Riksbank, and sight claims on 
foreign banks, and to prescribe at will the minimum 
proportion of such le^l reserve which they should 
keep with the Riksbank. The fact that statutory pro- 
vision for such powers, which had formerly been granted 
only to new central banks, was now also made in the 
case of one of the oldest central banks, must be regarded 
as of great importance. 

Furthermore, in Australia the Royal Monetary and ^ 
Banking Commission recommended in 1937 that legis- 
lation be passed empowering the Commonwealth Bank 
Board, with the consent of the Treasurer, to require 
the trading banks to keep for a period of six months 
deposits with the Commonwealth Bank of not less 
than a stated percentage of their total deposit liabilities 
in Australia, and to extend the period for a further 
12 months, subject to this power not being exercised 
for more than 18 months during any period of two 
year^. 

The trend towards the statutory centralisation of cash 
reserves is based on the following facts : 

(a) that when bank reserves are pooled in one unit 
instead of being spread over many units and their 
use is safeguarded by reasonable and elastic re- 
strictions, such reserves may be put to work to the 
fullest extent possible during periods of seasonal 
strain and in emergencies in the interests of banking 
and business as a whole; 

(k) that, in conjunction with the rediscount facilities 
afforded by the central bank, the centralisation of 
cash reserves not only promotes economy in their 
use generally, but also serves to increase the liquidity 
of the banks; ■' 

(c) that statutory centralisation at least guarantees to 
the banking system a minimum of the above- 
mentioned advantages ; and 
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{d) that statutory centralisation assures the central bank 
of a minimum of funds with which it can operate, 
and not only strengthens its financial position but 
also gives it at least some means of control over the 
banking and credit situation. 

A new development in connection with the statutory 
centralisation of cash reserves is that of giving the central 
banking authorities the power to decrease or increase the 
minimum cash reserves to be kept with the central bank 
by the commercial banks. It was first introduced in 
the United States in 1933 and amended in 1935, '^fhen 
legislation was passed empowering the Board of Gover- 
nors of the Federal Reserve System to change the member 
banks’ reserve requirements by regulation “in order to 
prevent injurious credit expansion or contraction", the 
minimum reserve percentages not to be less than those 
existing at the time nor more than twice such percentages. 
It was brought into use for the first time in August, 
1936, when the reserve requirements were raised by 
one-half, and again in the beginning of 1937 when it was 
decided to make a further increase in two stages up to 
the limit allowed by the law. In April, 1938, however, 
“as a part of the Government’s program for encourage- 
ment of business recovery’’, the minimum reserves 
were reduced by 12^ per cent, from their new high 
level. 

New Zealand followed suit in 1936 when the Governor 
of the Reserve Bank, acting witii the authority of the 
Minister of Finance, was empowered to vary the per- 
centages of balances to be maintained by trading banks 
with the Reserve Bank, subject to su^ balances not 
being at any time less than those provided for in the 
original statute; and in Australia the Monetary and 
Banking Commission recommended in 1937 that the 
Commonwealth Bank Board be empowered, subject to 
the consent of the Treasurer, not only to require trading 
banks to hold minimum balances with the Common- 
wealth Bank for limited periods, but also to vary the 
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reserve percentages within the limit fixed by the consent 
of the Treasurer. 

This method of changes in reserve requirements will 
probably tend to Tse more widely adopted and further 
developed, either as an alternative to open-market opera- 
tions where they cannot be undertaken extensively or 
eflFectively or as a supplement to them, in order to 
strengthen the technique of central banking control 
under highly liquid monetary conditions or, conversely, 
under conditions of severe credit stringency. In some 
countries it is also considered that the mere possession 
of .the power of making changes in reserve requirements 
would considerably strengthen the hands of the central 
bank vis-el-fuis the commercial banks and increase its 
capacity for moral suasion, and, consequently, that it 
might never be necessary actually to use this power. 

It must be emphasised, however, that while in theory 
it is a very prompt and effective method of bringing 
about the desired changes in the available supply of 
bank cash, in practice it has some technical and psycho- 
logical limitations which tend to reduce its value as an 
instrument of control, and which prescribe that it should 
be used with great moderation and discretion and only 
under obviously abnormal conditions, 

(5) The Trend Towards Greater Co-operation 
Among Central Banks 

The need for greater co-operation among central 
banks and the advantages to be derived therefrom have 
been emphasised by the Brussels Conference in 1920, 
the Genoa Conference in 1922, the Macmillan Com- 
mittee in 1931, the League of Nations Gold Delegation 
Committee in 1932, and the World Economic Con- 
ference in 1933. The Financial Commission of the 
Genoa Conference, for example, adopted a resolution 
to the effect that “measures of currency reform will be 
facilitated if the practice of continuous co-operation 
among central banks of issue or banks regulating credit 
policy in the several countries can be developed”, and 
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that “such co-operation of central banks, not necessarily 
confined to Europe, would provide opportunities of co- 
ordinating their policy, without hampering the freedom 
of the several banks”; and the Monetary and Financial 
Commission of the World Economic Conference passed 
a resolution to the effect that 

there should be continuous co-operation between Central Banks, 
and the Bank for International-Settlements should be regarded as 
an essential agency for Central Bank action designed to harmonize 
conflicting views and for joint consultation. 


Such co-operation has been hailed by many responsible 
person's as the best available means of facilitating world 
co-operation, and the Bank for International Settlements 
has been used since its establishment in 1 930 as a valuable 
medium for improving and facilitating co-operation 
among central banks. 

After the Great War a series of reconstruction loans 
were made to Austria, Hvmgary and Danzig, under the 
auspices of the League of Nations and with the assistance 
of the Bank of England. Then between 1925 and 1929 
some central banks also assisted others to reorganise their 
monetary systems and stabilise their currencies in relation 
to gold. 

In 1925, when Great Britain returned to the gold 
standard, the Bank of England arranged a revolving 
credit of $200,000,000 with the Federal Reserve Bank 
of New York. This credit, which was granted by the 
latter for a period of two years, took the form of an under- 
taking on its part to sell gold against a deposit credit in 
the Bank of England whenever it was called upon to do 


so, subject to a maximum of $200,000,000 at any one 
' time. The Bank of England, however, did not find it 
necessary to draw upon this credit. _ _ 

In 1926, in connection with the Belgian stabilisation 
programme, an agreement was concluded between the 
National Bank of Belgium and a group of central banks,^ 

1 Consisting of the Bank of England, Bank of France, Reichsbank, Fede^ 
Reserve Bank of New York, Netherlands Bank, Riksbank of Sweden, Swiss 


National Bank, Bank of Japan, etc. 
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in accordance with which the latter agreed to place at 
the disposal of the former a credit to be drawn upon in 
case ,of need. This credit, which was to be in the 
form of an advancd or rediscount as required, was arranged 
by these central banks owing to the fact that the private 
bankers of London, New York, Amsterdam, etc., who 
agreed to underwrite the issue of the Stabilisation Loan 
of ;^20,ooo,ooo to Belgium, had announced that it would 
facilitate their undertaking and carrying out such a 
contract with the Belgian Government. This was 
indicative of the importance which these bankers attached 
to co-operation among central banks. 

Similar credits were arranged by groups of central 
banks for stabilisation purposes in Italy and Poland in 
1927, and Roumania in 1929. In Roumania and 
Belgium, as in Great Britain, the central banks did not 
find it necessary actually to make use of any of the 
credits placed at their disposal by the other central 
banks, but it was appreciated that the availability of these 
credits was a factor of great importance in enabling them 
to proceed with and complete their schemes of monetary 
reform and currency stabilisation. 

Further assistance was given by some central banks 
to others which suffered particularly from the emergency 
conditions of 1931— 2 resulting from the failure of the 
Credit Anstalt in Austria in the middle of 1931 and the 
large-scale withdrawal of foreign short-term credits from 
certain countries. The Banlc of England made a loan 
^CfjOOOjOoo to the National Bank of Austria. Then, 
in rapid succession, the Bank for International Settle- 
ments granted emergency credits to the National Bank 
of Hungary, the National Bank of Austria, the Reichs- 
bank, and the National Bank of Yugoslavia, and a 
temporary advance to the Bank of Danzig. 

To amplify its possibilities of material aid and in dose collabora- 
tion with central banks, the Bank for International Setdements 
organised syndicates of central banks which contributed funds to 
the common constructive cause.^ 

> Annual R^ort af Baal! for InUmatienal Settlements for 1^31-32. 
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Thus the Bank of England, the Bank of France and the 
Federal Reserve Bank of New York i participated with 
the Bank for International Settlements to the extent of 
$25,000,000 each, in the credit of $ it)0,ooo,ooo to the 
Reichsbank, and 12 central banks, besides the Bank 
for International Settlements, participated in the credits 
of approximately $26,000,000 to the National Bank of 
Hungary.® A little later, when foreign balances were 
also withdrawn from London, credits were arranged by 
the Bank of France and the Federal Reserve Bank of New 
York in support of the Bank of England. Both these 
banks agreed to place a credit of ^^2 5,000,000 in their 
respective^ currencies at the disposal of the Bank of 
England, i.e. a total of ,^50,000,000, the whole of which 
was utilised. 

Apart from the granting of credits for stabilisation 
or other purposes, central banks co-operate in other ways. 
They act, for example, as agents for one another in their 
respective territories. The Bank of England and the 
Federal Reserve Bank of New York,® operating in 
international money markets, keep accounts for almost 
all the central banks of the world, as well as the Bank 
for International Settlements, and undertake the invest- 
ment of their surplus funds in Treasury bills and bankers’ 
acceptances, the earmarking of gold, and the performance 
of the usual banking services which such banks require 
in London and New York, such as the collection of bills 
and drafts, the payment of cheques, transfers of funds, 
safe-keeping of securities, etc. There is, also an under- 
standing among central banks that they will not operate 
in any country except through the agency or with the 
knowledge and consent of the central bank of that 
country; and the Bank for International Settlements 


1 The participation of the Federal Reserve Bank of New York was, as in 
previous cases, shared pro rata by the other Federal Reserve Banks. 

a The credits to the National Bank of Hungary were renewed for the third 


time in July, 1937, for a further period of three years. 

® According to its report for 1937, the Federal Reserve Bank of New York 
niaintained accounts for 42 central banks, whose balances with it amounted 


to $171,750,000 at the end of 1937. 
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likewise operates only through the central banks con- 
cerned. 

Furthermore, central banks have come to exchange 
information and® views more regularly through the 
media of cables, letters, reports, visits and conferences. 
To the principal central banks which are shareholders 
of the Bank for International Settlements and which 
are represented on its Board of Directors, this institution 
affords an excellent opportunity through its Board 
meetings of bringing the responsible heads of those banks 
together. As Kisch and Elkin ^ have said, 

with the creation of the proposed Bank for International Settle- 
ments, provision has been made not only for regular and automatic 
meetings between the heads of leading Central Banks or their 
representatives, but there are also frequent opportunities for informal 
discussions and the development of personal contacts, the value of 
which in international relations can scarcely be overrated. 

* Central Bonis (Fourth Edition), p. 163. 



INDEX 


Addis, Sir Charles, 208 
Administration of Central BaoLs, 
298-319 

Advances by Central Banks — 
to banks, 106, 107, 114, 116, 
117, 186 fn, 188 
to discount market, 106, n6, 
117, 122 fn, 123, 181 
to public, 1 14, 1 16, 123 
to State, 43-63 

ways and means advances, 44, 
48, 50, 122 fn 
Aldrich, W W , 239 
Anderson, B M , 143, 154 
Andreades, A , 19, 67 f n , 176 f n 
Austraba, Royal Monetary Com 
mission of> 28, 79, 209, 245 
fn, 248, 316, 330 fn 
Ayres, Leonard, 220 f n 

Bagehot, W , 3, 103 
Bank cash, 46, 50, 52, 105, 107, 
217, 263, 267, 268, 284 
Bank credit, 52, 75, 8z, 123, 142, 
145, 147, 149, 1 50, 197, 220, 
221,235,257,258, 278,279, 
281, 284, 285 

Bank for International Settlements, 
17, 165, 340, 341, 342, 343 
Bank of Canada — 

administration o(, 308, 310, 311, 

3 iS> 317. 318, 321 

as bank of issue, 22 
as custodian of cash reserves of 
banks, 75 


Bank of Canada, continued — 
as custodian of metalhc reserves, 
90 

constitution of, 299, 320 
distribution of profits, 303, 305 
estabbshment of, 13 
open market operations, 246-7 
preamble to Act, 16 
provision for suspension of re 
serve requirements, 94 
relations with State, 59, 6 z, 65 
Bank of Danzig — 

as custodian of metalhc and 
foreign exchange reserves, 90, 
91, 92 

constitution of, 299 
estabbshment of, 13 
Bank of England — 

admimstration of, 307, 3 10, 3 1 1, 
312 

advances to Government, 43-5, 

50 

as bank of central clearance and 
settlement, 126, 130 
as bank of issue, 2, 21, 25-6, 

38-9 

as bank of rediscount, 102-3, 
105, 106, no, 122-3, 180-1 
as custodian of cash reserves of 
banks, 2, 69, 79, 80 
as custodian of metalhc reserves, 

85, 86, 97 

as Government s agent and 
adviser, 66, 93 

as Government’s banker, 2, 43-5 


344 



345 


Bank of England, contiaued — 
as lender of last resort, 3, 101-3, 
no 

bank rate policy of, 4, 97, 167- 

73 > 176-7. 

constitution of, 10, 299 
CO operation with other central 
banks, 340, 341, 342 
evolution of, 2—5 
issue department, 41, 66, 302 
moral suasion, 262 
open market operations, 50, 182, 
212-14, 215, 225-31 
rationing of credit, 167, 168, 
25 3-4 

relations with public, 122 fn, 

123 

Bank of Estonia — 

administration of, 306, 3 10, 3 1 1, 

312, 319 

as custodian of metallic and ez 


Bank of France, canttnued — 

charging of premium on gold, 

175. 184 ^ ^ ^ 

commeraal customers of, 6, 16, 
irz, 183 

constitution of, 5, 300 
CO operation with other central 
banks, 340 f n , 342 
dealmgs with public, 117, 328, 

330. 331 

discount rate policy, 173—°. 
177 

establishment of, 5 
note issue, 27, 31, 52 fn 
open market operations, 241-2 
Bank of Greece — 

administration of, 307, 310, 31 1, 

312, 313. 315. 319. 323 

as custodian of cash reserves, 
as custodian of metallic and e\ 


change reserves, 90, 92 
constitution of, 300 
conversion into central bank, 13 
distribution of profits, 41, 304 
Bank of Finland — 
administration of, 307, 309, 310 
fn 

as holder of foreign exchange, 92 
constitution of, 298 
dealmgs with public, 16, 117 
discount rate, 190 
distribution of profits, 302 
Bank of France — 
admimstration of, 306, 3 10, 3 1 1, 
311 fn, 312, 312 fn, 313, 
317, 318, 319, 322 
advances to Government, 45, 
51-4 

as bank of central clearance and 
transfer, 130-1 

as bank of rediscount, rri, 115 
fn 

as custodian of metallic reserves, 
86, go 

as Government’s agent and 
adviser, 67, 93 


change reserves, 90, 92 
constitution of, 300 
distribution of profits, 303 f n 
establishment of, 329 
relations with State, 58 
Bank of Italy — 

administration of, 320 
as custodian of metalhc and ex 
change reserves, 86, 90, 91 
commercial customers of, it 2, 
183 

constitution of, 300, 320 
note issue, 26, 31, 86 
restriction of dealmgs with public, 
112 fn, 327 
Bank of Japan — 

admmistration of, 9, 306, 309, 

310. 311. 315. 319 

as bank of rediscount, 112 
commeraal customers of, 16, 
112,117 

constitution of, 9, 299 
cooperation with other central 
banks, 340 f n 
establishment of, 9 
note issue, 26, 27, 86 



Index 


346 


Bank of Latvia — 

administration ofi 309, 310, 311, 

317,319 

as bank of rediscount, 105 f.n. 
as custodian of metallic and ex- 
change reserves, 9r 
constitution of, 299 
dealings tvith public, 330, 331 
distribution of profits, 302 
, establishment of, 13 
Bank of Lithuania — 

administration of, 311, 312, 319 
as bank of rediscount, 105 f.n. 
constitution of, 299 
distribution of profits, 41, 304 
establishment of, 13 
Bank of Mexico — 

as custodian of metallic and ex- 
change reserves, 90, 92 
constitution of, 300 
conversion into central bank, 1 3 
dealings with public, 328 
provision for suspension of re- 
serve requirements, 94 
Bank of Nonvay — 

administration of, 307, 309, 3 it, 
312 

attitude towards public-works 
planning, 293-4 
constitution of, 7, 299 
distribution of profits, 40, 303 
establishment of, 7 
- note issue, 26, 27, 86 

open-market operations, 243, 
245 ■ 

Bank of Poland — 

administration of, 310, 311, 312, 

317, 318, 319 

as custodian of metallic and ex- 
change reserves, 90, 90 f.n., 

9 “ . 

constitution of, 299, 300, 300 
f.n. 

distribution of profits, 41, 304 
establishment of, 13 
note issue, 27 
relations with State, 58 


Bank of Portugal — 
administration of, 306, 3 10, 3 1 r 
312 

constitution of, 299 
distributipn of profits, 41, 304, 
305 

Bank of ^public of Colombia— 
administration of, 308, 311, 312, 
313. 3 H 

as bank of central clearance, 126 
as custodian of cash reserves of 
banks, 74 

as custodian of metallic and ex- 
change reserves, 89, 90, 92, 
98 

constitution ofi 301 
discount-rate policy, 203 f.n., 
206 f.n. 

distribution of profits, 41, 304 
establishment of, 13 
relations with State, 56, 38 
Bank of Republic of Paraguay — 
constitution of, 299, 320 
conversion into central bank, 1 3 
Bank of Republic of Uruguay — 
constitution of, 299 
conversion into central bank, 13 
issue department, 41 
Bank of Spain — 

administration of, 31 1, 312, 313 
constitution of, 8, 299 
distribution of profits, 303 f.n. 
establishment of, 8 
/Bank rate, 4, 167-73, 180, 

181, 199, 202, 207, 212, 223, 
227 

Banks of issue, i, 20 
Beckhart, B. H., 19, 27 f.n., 46 fji., 
1 30 f.n., 1 84 f.n., 1 89, 233 f.n. 
J Book credits, 142, 143, I 44 > 

279 

Brazil- 

Bank of, 13 f.n. 

central bank under consideration, 

14 

Brussels Conference, 13, 339 
Burgess, W. R., 28, 32, 37 . Si. ^8. 



Index 


347 


71,118, i 24 ,i 34» 159. 186, 
188 fn, 189,208, 234, 258, 
260, 267, 269, 270 

Business cycles, 141, i 4 +> ^ 5 ®* 

236, 272-97 • 

/ Cash reserves, 47, 69-84, 107, 108, 
217, 218, 219, 220, 225, 237, 
263-8, 332, 336-9 
Chssel, G , 197 

^ Central bank credit, 46, 47, Jo, Ji, 
61, 82, 106, 114, 123, r46, 
193, 206, 224, 237, 325 
Central banking — 
as separate branch of banking, i $ 
clearly defined concept of, 15, ry 
recent trends m, 320-43 
the use of, I-18 
Central Bank of Argentina — 
administration of, 307, 310, 31 1, 
312, 312 £0,313,314,315, 

319* 323 

as custodian of cash reserves of 
banks, 73, 74 

as custodian of metallic and ex 
change reserves, 90, 92, 96, 98 
constitution of, 301, 323 
distribution of profits, 41, 304, 
305 

establishment of, 13 
open market operations, 249-50, 
252 

relauons with State, 59 
Central Bank of Bolivia — 
as custodian of cash reserves of 
banks, 74, 75 

as custodian of metallic and ex 
change reserves, 89, 91, 92 
dealings with public, 329 
establishment of, 13 
relauons with State, 58 
Central Bank of Chile — 
administraUon ofi 308, 3 to, 3 1 1, 
^2, 313,314 

•as bank of central clearance, 126 
as custodian of cash reserves of 
banks, 74 


Central Bank of Chile, continued — 
as custodian of metallic and ex 
change reserves, 89, 90, 92 
consUtubon of, 301 
distribution of profits, 41, 304 
establishment of^ 13 
provision for rediscount rate, 206 
fn 

relauons with State, 56, 58 
Central Bank of Cbna — 
consUtubon of, 299, 323 
dealings with public, 323, 327, 
328 

establishment of, 13 
issue department, 41 
note issue, 22, 22 f n 
Central Bank of Ecuador — 

as custodian of cash reserves of 
banks, 74 

as custoian of metallic and ex 
change reserves, 89, 90, 92 
establishment of, 13 
relauons with State, 58 
Central Bank of Guatemala, estab 
lishment of, 13 

Ctotral Bank of Turkish Republic, 
establishment of, 13 
Central banks — 

administraUon and consutuuon 
of, 298-319 

advances to State, 43-63 
attitude totvards commercial 
banking transacUons, 15, 82, 
124,205,327-32 
as bankers’ banks, ii, loi, 328, 
331 

as banks of central clearance and 
transfer, 15, 126-36 
as banks of issue, 15, 20—41 
as banks of rediscount, 1 5, loi— 

25. 327. 331 

as bankers to the State, 13, 42-65 
as controllers of credit, 15, 137— 
66, 280—2 

as custodians of cash reserves of 
banks, 1 5, 69-84, 263-8, 332, 

336-9 



Index 


348 

Central banks, continued— Central Reserve Bank 


as custodians of metallic reserves, 

15, 85-100 

as the Government’s agents and 
advisers, 42, 65-8 
as holders of and dealers m ex 
change, 91-3 

as lenders of last resort, 15, roi— 
4, 109, 116 

business cydes and, 272-97 
competition with commercial 
banks, 15, 16, 82, 83, 331 
CO operation among central 
banks, 339-43 

CO operation with capital market, 
289-90 

CO operation with commeraal 
banks, 16, 84, 124, 146, 153, 

161. 162, 2 o 8, 209, 225, 260, 
263, 287-9, 33* 

co-operation with Treasury, 230, 
251, 290 

discount rate policy, 167-211 
distribution of profits, 40-1, 
302-5 

functions of, 15, 18 
methods of, 141-2 
open market operations, 212— 
52, 332-6 

pubbc welfare, r6, 18, 31, 63, 

139. 162, 280, 298 
relations wiA public, 6, 16, 112, 

1 14, 1 16, 1 17, 124, 205, 
327-32 

relations with State, 46, 56-63 
trend towards greater State con 
trol, 320-7 

trend towards restriction of deal 
mgs with pubhc, 327-32 
without regard to profit, 18, 41, 
298 

Central Reserve Bank of Peru — 
adnumstration of, 308, 310, 31 1, 
312. 313. 3 H. 316 
as custodian of metallic and ex 
change reserves, 89, 91, 92 
constitution of, 301 


continued — • ’ 

estabbshment o^ 13 
provision for rediscount rate, 206 
fn r 

rdations with State, 58 
Central Reserve Bank of Salvador— 
adnumstration of, 307, 319 
as custodian of metalhc and ex 
change reserves, 90, 92, 98, 99 
constitution of, 301, 324 
estabhshment of, 1 3 
relations with State, 59 
Clark, L E , 236, 261 
✓Qearance — 

functions and operations of cen 
tral, 126-36 

meanmg and significance of cen 
tral, 128-30 
Cole, G D H , 292 
Commeraal banks — 

advances to, ro6, 114, 116, 117 
cash reserves of, 2, 47, 69-84, 
217, 2i8, 219, 220, 263-B, 

332. 336-9 

competition between central 
banks and, 16, 82, 83, 331 
CO operation between central 
banks and, 16, 84, 124, 146, 
153, 161, 162, 208, 209, 225, 
z6o, 263, 287-9, 332 
rediscounts for, loi, 106, 107, 
108, 1 13, 1 14, 1 19 
Commonweal^ Bank of Australia — 
admimstratioa of, 306, 308, 310, 

311, 3i4,3tS»3i7 

as bank of central dearance, 127, 
128 

as custodian of cash reserves, 78, 
78 f n , 79, 266 
as holder of exchange, 92, 93 
attitude towards pubhc works 
planmng, 294 
constitution of 299 
conversion into central bank, 13 
dealings with pubhc, 16, 117, 
328, 330 



Index 


349 


Commonwealth Bank of Austraha, 


distribution of profits, 302, 305 
issue department, 41 
operations in Tihasury bills, 
248-9 

Conant, C A , 19, 44 . 45 . i 7 S. 
fn 

Constitution of Central Banks, 298— 


Copland, C 


I, D B , Z09 
✓Credit base, 23, 47. 217. zi 8 , 220, 
222, 228, 230, 275, 297 
Credit control, 15, 23, 34, 39, 78, 
82, 124, 137-66. 167. 177. 
184, ao8, 212, 263, 332 
y. Credit policy, 99, too, i6r, 167, 
169, 171, 199, 265, 273, 274, 
280, 282-7 

^ Credit structure, 10, 46, 70, 85, 
103, 106, 107, 162, 179, 20 r, 
207, 227, 332 

Crick, W F , 225, 288, 290 
Cnses, 3, 4, 168, 169, 170, 172, ' 
^ 173. *74 

Currency — 

deposit, 31, 95, 148 f n , 221 
depreciation of, 33, 34, 52, 61, 
196 

issue of note, 15, 20-41 
metallic, 20, 32 


De Jong, A M, 184 

■^Direct action, 141, 189 fn, 236, 
256-60, 263 

/ Discount market, 183, 184, 191, 
192, 231 

^ Discount rate policy — 

dedme in significance of, 191-4 
evolution of, 167-73 
m countries without organised 
money markets, 204-1 1 
m England, 97, 167-73, 176—7, 
190 

in France, 173-6 
in Germany, 174, 176, 190 
m Holland, 174, 184, 190 


Discount rate pohcy, conttnutd — 
in United States, 1 84-9, igo 
necessary functions of, 194-9 
smce the War, 190-4 
theory underlying, 177-9 
Discount rates, 4, 18, 31, 88, 93, 
99, 100, 141, 167-211 
Dunbar, C F , 19, 23 fn , 32 fn , 
175 

Dunkman, W E , 144, 152 

Emzig, P , 191, 192 f n 
Eire, recommendation for central 
bank, 14 

Elkin, W A , 17, 39, 1 1 1 f n , 127, 
298 fn, 315, 317, 343 
Exchange Equahsation or Stabilisa 
tion Accounts, 26, 26 f n , 68, 
93. 97. 163-4, 228, 228 f n , 
230, 230 f n , 231, 233, 326 
Exchange rates, stabilisauon of, 1 37, 
139-40, 156-8, 165 

Federal Reserve Banks of United 
States — 

administration of, ri, 307, 308, 
309,310,311,312.313.314, 
3 * 7 . 32 * 

as banks of central clearance, 
132-4 

as banks of issue, 1 1, 22, 30-1, 

37. 87. 88 

as banks of rediscount, ir, 50, 
105. 105 fn, 109, 113-15, 
117-18, 124 

as custodians of cash reserves of 
banks, 70, 72, 73, 75-8, 
263-6 

as custodians of metallic reserves, 
87, 88, 88 f n 

as Government’s agent and 
adviser, 67-8, 93 
as Government’s banker, 48-9, 
50. 5 * 

as lenders of last resort, ir, 
104 

constitution o^ ii, 299, 300 



35 ° Index 


Federal Reserve Banks of United 
States, conttnuei — 

CO operation with other central 
banks, 340, 342, 34a f n 
directaction and moral suasion, 2, 
1 89 f n , 236, 2$ 8-9, 260, 261 
discount'rate policy, 184-9, 203, 
207, 208 

distriliution of profits, 40, 303, 

304. 30s 

establishment of, 1 1 
open-market operations, 50, 51, 
214, 215, 216, 231-9 
provision for suspension of re 
serve requirements, 30, 88 
publicity, 270 
Federal Reserve Board — 
appointment ofj ir, 12 
on bank reserves, 77 
on credit control, 146, 153 
on direct action, 1 89 f n , 258 
on open-market operations,233— 4 
Federal Reserve System — 

Board of Governors of, 77, 78, 
114, 115, 133, 188, 232 fn, 
238, 259, 263, 264, 265, 268, 

292* 307. 3 ° 9 > 310. 3 i 7 » 321 

committee of officers of; on bank 
reserves, 75-7, 8r 
establishment of, 12 
member banks of, la, 70, 72, 73, 
75. 109. ”3. 124, 133, 133 
fn, 134, 145, z68, 299, 299 
fn 

Finland, Budget Equalisation Fund, 

293 

Foreign exchange, use of as reserve 
of central banks, 87, 89, 91-3 

Genoa Conference, 339 
Gibson, A H , 159, 208 
Gilbart, J W,44fn,67fn 
Gold exchange standard, 91 
Gold reserves — 

holdings of, by Bank of England, 
176, 177. 226, 229, 230, 230 
fn 


Gold reserves, continued— 

holdings of, by Federal Reserve 
System, 97, 187, 188, 232 
protection of, 4, 97, 184, 194 
ratio of, 86-90, 184, 187, 199, 
223. 233 

Gold standard, 60, 61, 82, 1 57-61, 
162, 164, 165, r66, 178 
Government securities — 
advances against, 50, 52, 57, 58, 
59 , 106, III, 114, 116, 188, 
205 

holdings of; by Bank of Canada, 
246-7 

holdings of, by Bank of England, 
229, 230, 230 fn 
holdings of, by Federal Reserve 
System, 5 1, 238, 238 f n 
holdings of, by Reichsbank, 241 
markets in, 185, 223, 244, 245 
purchases and sales of, 50, 141, 
213,216,217,232,234,235, 
237, 240, 243, 244 
Gregory, T E , 81, 155, 160, 189, 
207, 316 

Greidanns, T, 156 

Harris, S E , 237 
Hawtrey, R G , 17, 23, roi, 103 
f n , 104 f n , r68, 169 f n , 
19s, 198, 222, 223 
Hayek, F A , 155, 275 f n , 286 
Henderson, H D , 292 

Inflation, 34, 35, 47 . 5 *. S 3 . SS. 

61, 162, 197, 223 
Interest rates, 163, r8r, 183, 194, 
196, 197, 198, 200 
Investment — 
rate of, 195 

relation between savingand, 195, 
276, 277, 291 

State organisation of, 195, 19S 
f n , 223 

Jauncey, L C, 17, 128 
Jenny, F , 155 



Index 


351 

Katzenellenbaum, S S.255 National Bank m Copenhagen— 

Kemmerer, E W , 28 as custodian of metallic and ex- 

Keynes, J M , 194, 19s, 19s f n • reserves, 86, 87, 91, 

198, 223, 289, 2QX, 292 gr fn , 184 

Kiddy, A W , 325 establishment of, 7 

King, W T C , 45 f n , t68 f n , National Bank of Austria— 

169 fn, lyr fn, 172, 212 as bank of central clearance, 
fn,2S3fn 126 

Kisch, C H , 1 7, 39, 1 1 1 f n , 1 27, as custodian of metallic and ex- 
298 f n , 3 IS, 3 r7> 343 change reserves, 90, 9 r 

establishment of, 6 

Leaf, W , 143 relations with State, 57, 58 

Lemoine, R J , 27, 1 30 National Bank of Belgium — 

Lender of last resort, 15, 101-4, administration of, 306, 309, 3 10, 
10$, 116 311. 312. 313. 31S. 318, 

Lewmski, J S , 39, 143, 149, 154, 3*9 

282 as bank of central clearance, 132 

London Economic Conference, 90, as custodian of metallic and ex 
287, 3 39, 340 change reserves, 86, 9 x, 1 84 

Loubet, P , 176 constitution of, 8, 299 

discount rate, 174 

MacGregor, D H , 292 distribution of profits, 40, 303 

Mackenzie, K , 19 establishment of, 7 

Macmillan Committee, 26, 27, 79, open-market operations, 244 
So, 98, 281, 288, 339 National Bank of Bulgaria — 

Managed money, 138-9, 160, i6r, administration of, 310, 311,314, 
194 318, 319 

McLaughlin, G V , 147 as custodian of metallic and ex- 

McManus, T F , 286 f n change reserves, 90, 92 

Midland Bank Mcnthly Review, constitution 0^ 299 

81 distribution of profits, 302 

Mill, J S , 143 provision for suspension of re- 

Mitchell, W C , 272 serve requirements, 94 

Money market — relations with State, 58 

control or regulation of, 47, 49, National Bank of Costa Rica — 

77» 92, 151, 172, 180, i8z, constitution of, 299 
185, 240, 242 issue department, 41 

general, 14, 47, 96, 106, 161, National Bank of Czechoslovakia — 
175, 180, 183, 184, 185, 191, administration of, 306, 310, 312, 
192,204,207,211,216,246, 3r3, 315, 318, 319 

266 as custodian of metallic and ex- 

Money rates, 177, 178, 179, 181, change reserves, 90, 90 f n 

182, 185, 212, 217, 218, 220 constitution of, 300 
^ Moral suasion, 141, 236, 256, 257, discount rate, 190 

260-3, 266 distribution of profits, 40, 303 

Myers, Margaret, S3 fn , 54, 241, establishment of, 13 
242, 330 relations with State, 57 



Index 


352 


National Bank of Denmark — 
administration 309, 311, 314, 
317, 321 

constitution of, 298, 299, 320 
discount rate, 190 
National Bank of Egypt — 
estabbshment of, 9 
relations with public, 16, rry 
National Bank of Hungary — 
administration of, 310, 311, 3r2, 

313. 318 

as bank of central clearance, 1 27, 

132 

as custodian of metallic and ex 
change reserves, 90, 92 
constitution of, 299 
discount rate, 190 
distribution of profits, 41, 304 
estabbshment ofi 13 
relations with Stete, 57, 58 
National Bank of Rou mania — 
administration of, 306, 310, 31 1, 
312,313,315,316,318,319 
constitution of, 300 
distribution of profits, 41, 304 
National Bank of Yugoskvia — 
administration of, 310, 311, 312, 
3i4»3*9 

as custodian of metallic and ex 
change reserves, 90 
constitution of, 300 
distribution of profits, 41, 304, 
305 

National banks — 
central banks as, i 
of the United States, 1 1, 22, 28, 
299 

National Swiss Bank — 

adnunistration of, 306, 311,312, 

313. 317, 318 

as custodian of cash reserves or 
banks, 74 

constitution of, 299 
CO operation with other central 
banks, 340 f n 
discount rate, 190 
distribution of profits, 41, 304 


Nelson, R W , 286 f n 
Netherlands Bank — 

administration of, 6, 307, 309 
310, 311, 312, 318 
advances to Government, 45 
as hank of central clearance, 132 
as bank of rediscount, in 
as custodian of metallic and ex 
change reserves, 86, 91, 184 
constitution of, 6, 299 
CO operation with other central 
banks, 340 f n 

discount rate policy, 174, 184 
distribution of profits, 40, 303 
estabbshment of, 6 
moral suasion, 262 
note issue, 31, 86 
open market operations, 161, 243 
Non monetaiy factors, 150, 222, 
223, 281, 284 

Northrop, Mildred, 240 fn, 255, 
262, 271 
Note issue — 

automatic regulation of, 34, 35 
elastiaty and security in, 24-5, 

87 . 95 ^ 

evolution of function of, 20-2 
Government’s share in profits of, 
40-1 

monopoly of, 20-3 
provisions for cover against, 25- 
31. 85-90 
umformi^ in, 20 

OhbnB , 155 
Open market operations — 
evolution of, 212—15 
in England, 212-14, 215 
in United States, 214, 215 
m other countnes, 208 f n , 240- 

52, 333-5 

meaning of, 215—10 
significance of, 217-25 
theory underlying, 217—18 

Palgrave, R H , 174 
Parchmann, A , 55 fn 
P hilli ps, C A, 286fn 



Index 353 


Price level — 

control of, 148-54 

effects of changes in, 138, 140, 

stabilisation of, 137, I40» 14®“ 
54, 156, 218 

Psychological factors, 150, 152, 
154, r6o, 183, 196, 197, 208, 

222, 237, 260, 268, 273, 297 
Publiaty, 141 

Public worhs, planning of, 196, 

223, 290-7 

Qualitative credit control, 109 f n , 
152, 152 fn, 153, 156,257, 
259, 26a, 289 

y Quantitative credit control, 148, 
I52> 153. 257, 289 
^ Quantity of money, 48, 148, 149, 
151,156,194,195,217, 225, 
283, 297 

Quantity theory of money, 149 

v*- Rationing of credit, 141, 167, 168, 
253-6 

Rediscount — 
definition of, 104-6 
evolution of, 101-4 
general, 15, 123-5, 238, 257 
powers of, 1 10-16 
scope and extent of, 116-23 
significance of, 71, 80, 107-10 
Reichsbank of Germany — 
administration of, 9, 306, 309, 
322 

advances to Government, 46, 

54-6 

as bank of central clearance and 
transfer, 126, 13 1-2 
as bank of issue, 8, 22, 29, 3 1, 5 5, 
55 fn , 86, 87 

as bank of rediscount, iii, 118- 
20 

as custodian of metallic and ex 
change reserves, 86, 87, 90, 

91 

constitution of, 9, 299 


Reichsbank of Germany, 
continued — 

CO operation with other central 
banks, 340 f n 

discount rate policy, 9, 174, 
176, 190, 240 f n 
distribution of profits, 41, 304 
establishment of^ 8 
moral suasion, 262—3 
open market operations, 214, 
240-1 

publialy, 271 

rationing of credit, 254-5, 256 
fn 

rediscount of Sonderwechsel, 56 
fn 

Reserve Bank of India — 

administration of, 307, 3 10, 3 1 r, 
312, 313, 314, 31S, 317 
as bank of rediscount, 123 
as custodian of cash reserves of 
banks, 73 

as custodian of metallic and ex 
change reserves, 90, 92, 93 
constitution of, 299 
establishment of, 13 
issue department, 41 
open market operations, 247 
preamble to Act, 16 
relations with public, 123, 329 
relations with State, 59 
Reserve Bank of New Zealand — 
administration ofi 306, 310, 31 1, 
317, 321 

as custodian of cash reserves of 
banks, 73, 78, 266 
as custodian of metallic and ex 
change reserves, 90, 92, 93 
constitution of, 299, 320 
discount rate policy, 206 f n 
establishment of, 13 
provision for suspension of re 
serve requirements, 94 
relations with State, 59-60, 65 
Riksbank of Sweden — 

administration of, 308, 3 to, 3 r i, 

315 



354 Index 


Riksbank of Sweden, continued — 
as bank of rediscount, in 
as custodian of cash reserves of 
banks, 79, 79 f n , 266 
constitution of, 5, 298 
CO operation with other central 
banks, 340 f n 
discount rate, 190 
discount rate policy, 174 
distribution of profits, 302 
estabhshment of, 5 
moral suasion, 262 
note issue, 5, 27, 86 
open market operations, 244, 
252 

Robbms, L , 198, 292, 296 

Salter, Sir Arthur, 292 
Sarow, F , 240, 241 
Sayers, R S , 202, 202 f n , 213 
Slaw, W A , 17, 32, 127, 199 
Smith, Vera, 17, 21, 102 
South African Reserve Bank — 
administration of, 306, 310, 311, 
312, 313, 314, 31S 
as bank of central clearance, 136 
as bank of issue, 31, 35-7, 89 
as bank of rediscount, 116, 
1 20-1 

as controller of Exchange 
Stabilisation Account, 164 
as custodian of cash reserves of 
banks, 73 

as custodian of metallic and ex 
change reserves, 89, 91, 93 
as lender of last resort, 104 
constitution of, 301, 302 
discount rate policy, 210 
distribution of profits, 40, 303 
estabhshment of, 13 
operations in Treasury bills, 

247-8 

provision for suspension of re 
serve requirements, 89, 94 
relations with State, 57, 58 


Spahr, W E , 237 
Spalding, W F , 200, 201 fn , 208 
f n 

Sprague, O M W, 32, 126, 129, 
285 

Stamp, Sir Josiah, 123, 295«- 
State Bank of Russia — 
admimstration of, 8, 318, 319 
constimtion of, 8, 10, 298 
establishment of, 8 
rationing of credit, 255 
State notes, 32-4, 39 
Sweden, business cycle policy of, 

293. 293 fn 

Sigrmczak, MS, 153 

Tooke, T , 142, 174 
Treasury bills — 
introduction of, 44 
open market for, 192, 223, 244, 
245, 247, 251 

provisions for discount or re 
discount of, by central banks, 
46, 54. 55. 57. 59. 60, io 6 , 
III, 116 

purchases and sales of, 214, 215, 
240, 242, 243, 244 
yTreasuiy certificates or notes, 46, 
49. 52. 54 

Valk, W L , 274 
Van Nierop, N A , 287 
Velocity of circulation, 48, 149, 
150, 2 i 8, 221, 235, 297 
Venezuela, central bank under con 
sideration, 14 

Wagemann, E , 193, 194, 198, 229 
fn, 254, 256 
Whitmore, F, 181 fn 
Wilhs, H P , 19, 24, 27 f n , 46 
fn, 104, 128, 129, 130 fn, 
184 fn , 236, 255 fn 
World Economic Conference, 90, 

287. 339. 340 


Pnnted in Great Bntnin bj Butler S. Tamer Ltd Frome and London 




